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OVER-CAPITALIZATION, which may be defined as an 
excessive issue of securities in preportion to the physical 
assets, seems to be associated dynamically with six 
phases of railroad finance. In other words, no fewer 
than six particular occasions present themselves as 
opportune for inflation of capital issues. These arise: 
in connection with construction; through replacement 
of property; by division of accumulated surplus; as a 


concomitant of refunding; as an incident of consolida- 
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tion; and, finally, as a feature of financial reorganiza- 
tion. The provision of entirely new capital directly 
affords opportunity, of course, for an undue issuance of 
shares or bonds. But this subject is so extended in its 
ramifications as to require treatment by itself. With 
this exception, it is believed that the above-stated 
scheme of classification comprehends practically all 
phases of over-capitalization. 


(1) The importance of construction as inviting an 
over-issuance of securities is emphasized by the proposi- 
tion pending in Congress to so enlarge the jurisdiction 
of the Interstate Commerce Commission as to include 
all operations and accounts of construction companies 
along with operating railroads. The need of wider 
authority has been brought to public attention by a 
number of recent scandals, particularly those of the St. 
Paul Pacific coast (Puget Sound) extension and of the 
St. Louis and San Francisco.! A large body of expe- 
rience, dating from the earliest days of railroading, has 
clearly proven the imminence of financial excess in this 
connection. The persistence of these practices is well 
exemplified also, altho on a small scale, in.a number of 
recent cases before the state railroad commissions.’ 


(2) The capitalization of expenditures for replace- 
ment of property which ought to have been paid for 
from income is probably one of the most common cor- 
porate errors of the time.’ Improper manipulation of 
betterment and maintenance accounts leads readily and 
immediately to the augmentation of capitalization with- 


1 These and a number of others are discussed in extenso by the author in the Railway 
Age Gazette, vol. lvi, 1914, pp. 1177 and 1225. 

2 Nebraska Railway Commission, 6th Ann. Rep., 1913, p. 255; and P. 8. C., Mis- 
souri, vol. i, 1913, p. 141. 
8 Cf. P. 8. C., New York, 2d D., 1910, vol. i, p. 132. 
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out a corresponding investment of new funds. The 
intricacy of the subject is manifested by the case of 
the Kansas City Southern before the Supreme Court of 
the United States in 1913.1 The company desired to 
pay for the entire cost of a much better re-location of a 
part of its main line from the proceeds of a bond issue, 
without any deduction whatsoever for the cost or value 
of the old bit of line which was abandoned. This was 
defended on the ground that operating expenses would 
be so substantially reduced in consequence of the re- 
location as to fully support the enhanced interest 
charges. Both the Interstate Commerce Commission 
and the Supreme Court held, however, that such action 
amounted virtually to the payment of dividends from 
capital. For, the argument continued, all dividends or 
interest upon the securities originally issued to pay for 
the old line, if continued, evidently imposed two bur- 
dens upon present earnings; those, namely, associated 
both with the original and with the new investment. 
The government also made the valid plea that it was 
really the first investment which alone made the second 
one possible. This the company denied, alleging that 
the reduced operating expenses would fully offset the 
larger fixed charges.? 

The boundary line is indeed vague between mere neg- 
lect to differentiate income from capital, and downright 
deception of others in this regard. Expenditures may 
be capitalized, not for real betterments, but for pre- 
tended ones which ought to be paid for from earnings. 


1 231 U. 8S. 423. 


2 Cf. Ripley, Railroads: Rates and Regulation, p. 67. In this connection an in- 
genious argument against the American practice of charging betterments to income 
account may be mentioned. It is to the effect that capital outlay is at least subject to a 
greater degree of publicity than revenue expenditure; and quently that deceptive 
or speculative action is more likely to be thwarted. The argument naturally has no 
force under our present American régime of governmentally standardized accounting. 
See McDermott, Railways. 
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Real improvements may be paid for in excess of their 
actual value. Or, even worse, current expenses in the 
form of bills payable, wages and supplies may be met 
by issues of interest-bearing script. Floating debt may 
be allowed to accumulate in paying current expenses, 
while dividends which ought to have been cut off con- 
tinue to be paid; and then this floating debt may be 
refunded into permanent securities. Is it not clear 
that in each instance, capitalization is expanded unduly 
in proportion to the actual worth of the property ? 
Such things are usually done so as to disguise the facts. 
But however details may vary, the principle is funda- 
mentally the same. The resources of the future are 
improperly exhausted for the benefit of the present. 
Failure to charge replacement outgo to income rather 
than capital account has accompanied recently the 
financial distress of two important roads. Both affairs 
were deceptive in the extreme, — on the Rock Island 
wilfully and perhaps even fraudulently so, while on the 
Boston & Maine the mistaken policy seems to have been 
due rather to ignorance, neglect or inefficiency. The 
facts as to the Rock Island were brought to light in 1914 
in connection with reorganization proceedings. After 
the management had issued a highly encouraging state- 
ment indicating a liberal upkeep of roadbed and equip- 
ment for 1913, an expert investigated the matter from 
another angle for the bondholders.! He reported a cor- 
porate starvation policy so extreme that about 20,000, 
—that is to say, one-half,— of the company’s freight 
cars were worn out and should be retired at a cost for 
replacement of $15,000,000; also that inadequate or, as 
-it was termed, “ deferred maintenance work ’’ would 
necessitate another $8,000,000 expenditure. These two 
items alone transformed a reported surplus of $13,600,- 


1 Report by Vice-President McKenna, of the St. Paul, May, 1914. 
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000 for the preceding year into a profit and loss deficit 
of $10,291,000. Obviously the only way to save the 
property was to capitalize this deficit at once by an 
assessment upon security holders. A similar experi- 
ence, this, to the Atchison and the Baltimore & Ohio 
twenty years before, repeated aiinost word for word! 
The complete collapse of the Boston & Maine Rail- 
road in 1913 affords a second recent instance of the pen- 
alty imposed by years of self-deception in matters of 
replacement and depreciation.. Large sums which 
under the dictates of ordinary intelligence and prudence 
ought to have been invested in the property from earn- 
ings were for years diverted to the payment of excessive 
dividends, — not absolutely excessive in the sense of 
affording an unreasonable return on the capital, but 
relatively so, in the sense that they brought about a pro- 
gressive impoverishment of the road. Such deceptive 
financiering need not necessarily be in the nature of a 
fraud upon stockholders, however great the losses which 
they may be called upon to bear through having inno- 
cently dissipated their capital thinking they were merely 
spending their income. Undoubtedly it has thriven in 
the past upon the pretended need of secrecy in the 
matter of accounts. From the public point of view, in 
the last analysis it invariably entails an undue burden 
of securities upon the shoulders of the community to be 
supported out of current earnings, while at the same 
time exposing patrons to the exasperation of a halting, 
unsafe and inadequate service. The primary lesson to 
be learned by railroad managements is that, not more 
than current earnings but at all times far less, should be 
distributed in the way of dividends. The moral for the 
. public is that it must be prepared to countenance such 
rates as shall yield, not only regular normal rates of 


1 27 I. C. C. Rep. 593; ef. p. 622, infra. 
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return upon capital but a substantial sum in addition 
to provide for future contingencies, especially the “‘ costs 
_ of progress.” ! 


(3) Relief from the embarrassment of an exuberant 
surplus by means of extra cash or stock dividends is a 
simple operation. But corporate surpluses are by no 
means confined to ready cash, quick capital, or market- 
able assets. A profit and loss account merely evens up 
the difference between assets and liabilities on the bal- 
ance sheet. A surplus seems substantial enough; but 
in reality it is a hazy and elusive thing. In the first 
place it depends entirely upon the particular valuation 
placed upon the assets. A stroke of the pen in writing 
off property account may serve to obliterate it entirely. 
But even if the valuation of assets be sound, the surplus 
may be a fictitious one. A large part of it, instead of 
being a cash fund or convertible securities, may be a 
mere statement of past earnings appropriated to a future 
use, and in the meantime inextricably entangled in the 
business. As thus invested it is subject to the same 
risk of obsolescence or depreciation as the rest of the 
plant. It may not even be property at all but merely 
reputation, built up by heavy expenditures for adver- 
tising and the like.? Such a surplus may indeed prove 
in time of trouble to be a weak reed instead of a staff. 
The Western Union when taken over by the American 
Telephone Company had its surplus of $18,800,000 
promptly written off by more than two-thirds. The 
Illinois Central, too, acted the part of prudence a few 
years ago in transferring its ‘‘ dividend reserve fund ” 
to profit and loss; perceiving that, altho theoretically 


1 P. 609, infra. 


2 Cf. the New Jersey cases authorizing capitalization of development expenses. 
P. 8. C., 1912, p. 246. 























RAILROAD OVER-CAPITALIZATION 607 


such a fund might be drawn upon to eke out dividends, 
in fact it was a mere book statement not serviceable at 
all when needed. And the Missouri Pacific, upon 
emerging from unintelligent Gould management, found 
it wise to eliminate a lot of dead wood from its surplus 
account. Nevertheless, a surplus representing undis- 
tributed earnings over a term of years may sometimes 
under conservative administration attain large propor- 
tions. And it may well be that by the growth of assets 
in this way, the property has reached a condition of 
acute under-capitalization. The temptation under such 
circumstances to reimburse the treasury of the company 
for such uncapitalized outlay, and thereby to reéstab- 
lish an equivalence between assets and outstanding 
securities, may become at once irresistible and venial. 
There are a number of ways by which undivided earn- 
ings may be capitalized, other than by means of either 
cash or stock dividends. The Villard administration 
of the Northern Pacific in 1888, just on the eve of bank- 
ruptcy, shifted accumulated charges of improvements 
to income through a number of years over to capital 
account; and an attempt was then made to sell secu- 
rities in order to balance the books. But it failed to 
accomplish what the Alton management in 1898 so suc- 
cessfully performed for the benefit of ‘‘insiders.’’ Under 
happier auspices the Union Pacific in 1914 seems about 
to distribute its surplus to common stockholders, in the 
form of a donation of $82,000,000 df Baltimore and Ohio 
stock from its treasury, — stock which it had received 
in exchange for its speculative investments in the shares 
of other companies.' Ostensibly this ‘‘ plum” was a 
distribution of profits not resulting from transportation 
at all but accruing from successful financial opera- 


1 Validated by N. Y. Court of Appeals decision, July 15, 1914, declaring that 
$15,000,000 profit on conversion of stocks and $38,000,000 on stock market opera- 
tions in Northern Pacific, etc., were profits not capital. 
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tions since 1900. It would appear as if the public in- 
terest were not concerned, inasmuch as the outcome was 
a profitable one. But suppose the speculation had 
failed ? Would not the road have been impoverished 
to that degree, with necessary deterioration of service ? 
Nor is that all. Collateral trust bonds were originally 
issued to acquire many of these stocks. They were 
generally convertible, to be sure, so that fixed charges 
became largely transformed into contingent ones. But 
the fact is indisputable that this one-time indebtedness, 
now transmuted into capital stock,' remains outstand- 
ing as an absorbent of future earnings; altho the assets 
which it once served to purchase have been handed over 
to stockholders as a gratuity. That the surplus earn- 
ings from past years still undistributed, together with 
the increment in the value of tangible property, nota- 
bly land, preserved an equivalence of assets and liabili- 
ties on the books even after the withdrawal of this huge 
bonus, obscures but does not alter the fact that the dis- 
tribution is at bottom “ affected with a public interest.”’ 
American railways have liberally utilized surplus 
earnings to build up their properties. The Pennsyl- 
vania Railroad for years adopted the “ dollar for dol- 
lar ” practice of devoting literally one-half of its income 
to reinvestment in the plant. During 1887-1911 the 
sum of $262,000,000 was put back into the Penn- 
sylvania lines east of Pittsburgh from earnings, — an 
amount, that is to say, nearly equal to two-thirds of the 
total cost of construction of its 2000 odd miles of line.? 
The Chicago & Northwestern in like manner during the 
twenty year period to 1913 so divided up its net income 
of $200,800,000,. that $77,700,000 of this amount re- 


1 Even altho the dividend rate is reduced from 10 to 8 per cent coincidently with 
the distribution of assets. 

2 201. C. C. Rep. 243. Even during the decade to 1913, out of $530,000,000 
added to property investment, $164,000,000 came from undistributed earnings. 
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mained undistributed either in the form of direct appro- 
priation from earnings for improvements, or of income 
carried to surplus account. In the South, the Louis- 
ville and Nashville in the eight years before 1907 put 
back into its plant over $18,000,000 of undivided earn- 
ings — equal to over 30 per cent of its share capital. 
The total surplus thus built up in 1912 is said to have 
amounted to upwards of 90 per cent of its entire capital 
stock. The opinion in the Western Rate Advance 
case ' of 1910 stated that the unappropriated surplus 
of all the railroads in the United States at that time 
amounted to $800,642,923; of which $606,500,000 had 
been accumulated in the ten years to 1909. Such facts 
are impressive. They certainly do not fairly represent 
recent tendencies, since 1909. Surpluses of this sort 
are not now being heaped up. But they indicate how 
important the question of the interest of the public in 
such surplus earnings may at times become. 

The fact of the existence of substantial surpluses, 
arising partly as a result of our conservative American 
practice of putting a portion of earnings back into the 
property and partly as a result of the exceptionally 
rapid development of the country, naturally gives rise to 
the question as to how far the public has an equitable 
interest therein.? The rate-making aspect of the matter 
has already been considered in connection with physical 
valuation.? The question in so far as it touches the 
regulation of capitalization must be approached some- 
what differently.‘ In practice the issue generally arises 

1 20 I. C. C. Rep. 243. 

2 Well discussed by J. H. Gray, The Economic Review, vol. iv, supp., 1914, p. 36; 


by L. G. McPherson, Railway Age Gazette, vol. liv, 1913, p. 1118; and in Whitten, 
Valuation of Public Service Corporations, 1912, pp. 176-189. 


* Political Science Quarterly, xxii, p. 907, p. 599. 


4 Various differences in principle regarding the determination of a reasonable basis 
for capitalization and for rate-making obtain. One depends upon local accounting 
practice and state regulation of capitalization; the other, most rates being interstate, 
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over the right of the railroad to distribute its surplus in 
stock or cash dividends. Two clearly defined and op- 
posing views are discernible. The older and simpler 
one is that stockholders have an inalienable right to all 
earnings of the company; and that if they choose to 
permit a portion of current income to remain invested 
in the property, they in no wise forego thereby their 
right to take it over to themselves without interference 
at any future time. Such a view was well expressed by 
the management of the Great Northern when in 1883 it 
made an extra distribution in the shape of an issue of 
$10,000,000 of bonds, “‘ payable 10 per cent in cash and 
90 per cent in property, constructed or acquired with 
stockholders’ money, — thus returning to them $9,000,- 
000 in the nature of a forced loan taken from them by 
sequestration of $11,000,000 of profits during previous 
years.”’ In confirmation of this view, it deserves to be 
kept in mind that until a comparatively recent date, 
there was nothing in the charters of railways, in state 
constitutions, or in the law of public service callings, 
to indicate that investments by railways from earnings 
would be differently treated from investment by direct 
subscription of shareholders. This point has often 
been raised in connection with the inclusion of surplus 
earnings in the “ fair value ”’ of the property for rate- 
making purposes. To decline so to do might lead to 
absurd results. For otherwise, as between two rail- 
roads of different earning power, each pursuing the 
policy of reinvesting one-half its income in the plant, 
is largely a Federal concern. The treatment of obsol or misplaced investment 
is also different. Market value may be a standard for italization, but seldom for 
rates. Under physical valuation, cost of reproduction may be applied in rate-making, 
but original cost or investment should be used for capitalization, assuming that the 
increment of land valuations, as in Texas, is excluded. Most physical valuations and 
cases before administrative commissions have had to do with rate-making ; but the 
Massachusetts Validation Commission of 1911, the Third Avenue Street Railway case 


in New York, and some judicial decisions are ma‘nly concerned with sound capitalisa- 
tion. 
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the more profitable one, altho it might upbuild its prop- 
erty hugely by comparison with the other, would not 
be permitted to enjoy the fruits of its self-denial in any 
corresponding degree. A penalty upon prudence and 
thrift would surely be imposed. 

The other view, which upholds the claim of the public 
to substantial enjoyment of the surplus of public service 
corporations, has been freely expressed in recent rate 
cases. Oddly enough, judicial decisions throw little 
light upon it. The argument is well put by Whitten 
as follows: 


If a company has charged rates, not alone adequate to pay a fair 
and reasonable profit to the stockholders, but also to permit the 
building out of earnings of extensions and improvements aggregating 
as much as the total investment of the security holders, there is 
some justice in the argument that unless this has been done for the 
benefit of the consumers it represents pure extortion. Profits in 
excess of a fair return should either be distributed to the consumer 
in lower rates, or if used for extensions and improvements, should 
be deemed to be held in trust for the exclusive benefit of the con- 
sumer. 


Nor is this all that may be urged in the public behalf. 
To permit a railroad to capitalize its surplus earnings 
fully, it is said, and thereafter to permit it to enjoy a 
return upon this additional investment is, in fact, to 
permit the shareholders to have their cake and to eat it 
too; or, in other words, to make the patron pay more 
in the future, and forever, because he had already paid 
an unreasonably high rate to create the surplus in the 
past. 

Our own decision in the matter is intermediate be- 
tween the two extremes of opinion above stated. In 
the first place, a just decision will depend upon circum- 
stances, particularly upon the actual source of the sur- 
plus itself. An appreciable part of it may be due to the 


1 Precisely the line of reasoning in a Lehigh Valley rate case; 21 1. C. C. Rep. 160. 
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growth of land values. In the Western Rate Advance 
case of 1910 the Burlington road claimed a total valua- 
tion of $530,000,000 according to which its surplus 
amounted to $272,000,000. The Commission found in 
turn that $150,000,000 of this latter sum was due to the 
increment in real estate, while only $122,000,000 repre- 
sented property acquired out of earnings.2. Another 
instance in the South is afforded by the Atlanta & West 
Point in Georgia. Reinvestment of all earnings in the 
plant for many years, but particularly the enhanced 
value of terminal property in Atlanta, seemed fully to 
warrant doubling the capital stock in 1910 and basing 
earnings and rates thereupon.* An additional compli- 
cation, of course, is that not infrequently there may 
have been large grants in aid of construction originally 
made for nothing. This must also be taken in account.‘ 
An entirely different problem is presented by the surplus 
distributed by the Union Pacific in 1914, — a surplus 
resulting from successful speculation in the stocks of 
other railroads. 

Decision should be made also in the light of the gen- 
eral conditions prevailirig at the time. A generation 
ago it was the common practice to divide all profits in 
sight and to finance new construction by the issue of 
securities. Such policies were fully sanctioned by the 
public opinion of the day. But a few roads, undoubt- 
edly well in advance of their time, during the ’80s 
began to devote a good part of their earnings to new 
construction and betterment. Without outrage to pub- 
lic opinion much of this at that time might well have 
been added to dividends. The shareholders’ rights in 
1 Cf. Whitten, Valuation, chap. vi. 

2 20 I. C. C. Rep. 332. 
3 Commissioner Clements in Hearings, I. C. C. Committee, 1912 on H. R. bill 12811, 


p. 8. 
‘ Ripley, Railroad Valuation, Political Science Quarterly, vol. xxii, 1907, p. 577. 
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such a surplus certainly deserve determination in the 
light of the then-prevalent practice. To apply the 
standards of the present day when pioneering chances 
have been supplanted by rate-regulatory risks, would 
be manifestly unfair. The dilemma is most puzzling in 
those instances where the source of the surplus has been 
exceptionally intelligent management, coupled with 
manifestly fair treatment to the public. Such an issue 
is presented, as we shall soon see, by certain Massachu- 
setts gas company cases. The sharp differentiation of 
a surplus thus created, from surpluses arising through 
public donations or an increment in land values on the 
one hand, or an extortionate rate policy on the other, is 
sufficient to discourage loose generalization. In fine 
each case must be judged upon its own merits. 

A sane treatment of property derived from surplus 
will be found in the policy of the Massachusetts Gas 
and Electric Light Commission. It is well expressed in 
the Haverhill Gas Co. case.'!. In this instance a public 
service company by exceptionally careful and conserva- 
tive management, coupled with a rapid gain in wealth 
and population of the community supplied, accumu- 
lated a substantial surplus over and above the custom- 
ary rate of 10 per cent dividends. This conservative 
policy was encouraged by the Commission on the ground 
that it insured steady dividends and also resulted in the 
highest efficiency at low cost. Such a use of surplus, 
it was held, conferred substantial benefit upon the pub- 
lic and the shareholders alike. It seemed particularly 
desirable in the ’90s in view of the prospective keen 
competition of electric light with gas. Finally, how- 
ever, the demand for a reduction of rates on one hand, 
and for capitalization of this surplus on the other, 


1 16 Ann. Rep., 1901, p. 9. Cf. also address of F. E. Barker, Convention of R. R. 
Commissioners, 1913. 
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brought the matter squarely up for decision. The 
commission has consistently adhered to its view that 
by every principle of law such a surplus is the property 
of the corporation; but, at the same time, that there is 
imposed upon such a public monopoly “ the duty to 
employ it for the joint advantage of the consumers and 
the corporation. It need not be dealt with as the ex- 
clusive property of either.” Unfortunately this admira- 
ble theory has been difficult to apply in practice. After 
fifteen years of litigation, during which the Massachu- 
setts courts have steadily upheld the theory of private 
property rights, the public in Haverhill has not yet 
succeeded in securing any reduction in the price of gas. 
The Supreme Court of the State in 1913, in the similar 
Fall River case, completely over-ruled the Commission. 
This body had sought to prevent further issues of stock 
for extensions while the company at the same time was 
regularly distributing its surplus in the shape of extra 
dividends over and above a regular rate of 12 per cent.' 
Such experience tends to confirm the view expressed by 
Commissioner Prouty ? as to the practical impossibility 
of making amends to those who have once paid excessive 
rates, by laying hold upon such surpluses. Supervision 
of capitalization, as of rates, must be continuous and 
fore-seeing, not spasmodic and tardy. Harm must be 
prevented. Once done, it cannot be corrected. But 
is the accumulation of a surplus to be regarded, indeed, 
as a menace? Is it not in fact just the opposite ? 
We shall see. 

Somewhat similar points have been recently con- 
sidered by the Interstate Commerce Commission. In 
the Spokane case,’ counsel for the shippers contended 
that the ample surpluses of the Pacific railroads should 


1 Gray, op. cit., p. 38. #151. C. C. Rep. 376, 415. 
2 151. C. C. Rep. 415. 
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in some way be distributed by the Commission, acting 
as a trustee for the public, through a reduction of rates. 
But it was pointed out in the decision that, under a uni- 
form scheme of rates, one road by reason of cheaper con- 
struction or easier operation might pile up a surplus 
while the other did not. Could it then be said that this 
surplus had been improperly accumulated so long as its 
rates had been no higher than those of its competitors ? 
Similarly in the Eastern Rate Advance case in 1911,' 
assent within certain limits was given to the accumula- 
tion of surplus in order to provide for necessary im- 
provements which for the time being, or in their nature 
permanently, did not yieldareturn. Large investment 
of a non-productive sort such as passenger stations, the 
abolition of grade crossings or the installation of safety 
appliances, may properly be cared for in this way. But, 
the opinion added, stockholders must also contribute to 
such surpluses through a reasonable sacrifice in divi- 
dends. This was undoubtedly what the Railroad 
Securities Commission of 1911 had in mind in declaring 
that surpluses might most fairly be utilized to meet the 
necessary “ costs of progress.’”’ An admirable policy, 
voluntarily adopted by a public service corporation, is 
that of the American Telephone and Telegraph Com- 
pany. The directorate set forth the advantages to the 
company of a large surplus as strengthening credit, 
assuring steady dividends, procuring new capital on 
favorable terms, and maintaining a high state of effi- 
ciency in operation at low cost. The promise was held 
forth that such reserves and betterment should not be 
made the basis in future of larger dividends, but should 
constitute a trust to be administered in the public in- 
terest. These reserves, it was hoped, were to remain as 
assets “‘ indivisible, inviolable and inalienable,” — not, 


1 20 1. C. C. Rep. 243, 265. 2 Ann. Rep., 1912. 
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in other words, at some future time to be divided up 
among the shareholders. Under such circumstances, 
the advantage to the public of large reserves, thus in- 
vested, is that reduced charges and improvement in 
service will naturally follow by reason of the economies 
in operation introduced.' 


(4) Refunding, as affording an opportunity for sur- 
reptitious inflation of the volume of outstanding se- 
curities, is of relative unimportance, judging by the 
experience of our public service commissions. Usually 
the operation merely perpetuates, it does not create, 
an undue volume of indebtedness, — allowance being 
made, of course, for changes in the prevailing rate of 
interest and the condition of investment demand.? The 
offence, if there were one, was usually committed at the 
time of the original issue. But the necessity of refund- 
ing sometimes affords an opportunity for the interven- 
tion of administrative authority to correct a previous 
over-capitalization in whole or in part. The hard- 
fought Delaware & Hudson case, outlined in our review 
of the New York experience,’ illustrates the manner in 
which the refunding of floating indebtedness may be 
critical in the larger affairs of consolidation of railroad 
properties. In Texas, refunding operations have been 
of peculiar interest. The Railroad Commission of that 
state interpreted the law, rigidly restraining all further 
issues of securities until capitalization had been brought 
down to the level of property valuation, as prohibiting 
even the refunding of existing bond issues.‘ The matter 
became acute about 1905-06, when a large number of 


1 The theory of partnership in surplus is well stated by H. V. Hayes in North 
American Review, vol. cxeviii, 1913, p. 341. Cf. also his Public Utilities, 1913. 


2 Economic Review, xix, Sept. 1914. 
* Economic Review, vol. xix, Sept., 1914. 
« Economic Review, vol. xix, Sept., 1914. 
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bonds of Texas roads reached maturity. The physical 
valuations applied by the Commission as a standard of 
measurement were generally well below the volume of 
bonds outstanding, to say nothing of the capital stocks; 
and revaluation was denied on the ground that accounts 
could readily be kept up to date by adding the yearly 
reinvestments of income to the original figure. If pro- 
hibited from refunding the maturing bonds, dollar for 
dollar, the roads would be unable to issue enough new 
ones to take up the old. Enabling legislation to miti- 
gate the rigor of the law was urgently sought but in — 
vain. The only escape for the roads was to issue new / 
bonds to the full amount of their physical valuation and 
then to leave the balance as a floating debt. To the 
outsider, it appears as if this policy of excision were 
unduly severe. If, as in the Delaware and Hudson case, 
there was evident over-capitalization to be corrected, it 
seems as if the wiser plan would be to permit refunding, 
but to insist upon guarantees that the company would 
make amends within a reasonable time by a gradual 
process of amortization.' 


(5) Consolidation of railroad properties offers an 
exceptionally favorable opportunity to increase capi- 
talization surreptitiously. The English practice of 
“ splitting,” securities had its beginnings in connection 
with merger operations. New classes of stocks known 
as preferred and deferred shares were put forth, each of 
them equal in volume to the total original stock out- 
standing.? A prime advantage of consolidation, of 


1 Certifications of refunding operations by other state commissions are given in 
the Economic Review, vol. xix, Sept., 1914. Even later ones approved by public 
authority will be found in the following cases: permitting the St. Paul to exchange 
$470,000,000 of its own bonds for those of the St. Paul extension, P. 8. C., Missouri, 
vol. i, 1913, p. 305; and prescribing the terms of exchange, discount, etc., of $28,000,000 
of Iron Mountain bonds, ibid., p. 105. 


? McDermott, Railways, p. 164. 
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course, is that the constituent companies may be so 
gerrymandered that successful ones with surplus earn- 
ings may average their rate of return downward by 
combination with other properties less favorably situ- 
ated. A weak corporation, whose stock is quoted say 
at $50, may be merged in a second corporation whose 
stock is worth $150 per share. The latter may then 
issue new stock of its own in exchange for the $50 stock, 
share for share. Such an operation as this may not 
only deceive the public, by establishing a fictitious capi- 
talization far in excess of the worth of the investment, 

\ but it may also constitute a fraud upon the shareholders 
of the more prosperous company by diluting the value 
of their holdings. In ordinary offerings of new shares 
at favored prices, the stockholder finds compensation 
for the fall in the value of his shares in the bonus or 
“ right ” which he receives. But in these cases of con- 
solidation, the bonuses or rights may go to the favored 
holders of shares in the weaker company alone. It is 
conceivable of course, that advantage may flow to 
both concerns from the merger, particularly through 
the extension of the credit of the stronger to enable the 
weaker one to make the expenditures necessary to bring 
about reduced operating costs. This has been done of 
late by parent roads outside Texas to subsidiaries 
therein, subject to the drastic limitations of the Stock 
and Bond law.' 

In Texas the details of all railroad mergers of this sort 
are most rigidly scrutinized, in order to prevent such 
an increased capitalization. Mere consolidation of 
roads in the Missouri, Kansas & Texas system in 1891, 
for example, increased the aggregate of stock and bonds 

2 The analogy with electric lighting properties is imperfect, inasmuch as the latter 


may concentrate all operation in the stronger plant, while in the case of railways both 
must still operate in their respective territories. Economic Review, xix, Sept., 1914. 
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by $12,475,000, or $19,207 per mile of road. This, it 
will be noted, was before the enactment of the Stock 
and Bond law.!' Whether the public interest is prejudi- 
cially affected in such cases or not would seem to be 
dependent largely upon whether the companies ab- 
sorbed were worth the price paid for them; or, in other 
words, whether efficiency and earning power were pro- 
moted in a degree suitably proportioned to the enhanced 
capitalization. And, even so, the expediency in the 
public interest of requiring amortization of the increase 
in capitalization, as required by the best modern prac- 
tice, is obvious.? 

All previous demonstrations of the evil of dilution of 
capitalization as a concomitant of consolidation are 
eclipsed by the recent prostration of the once substantial 
New York, New Haven and Hartford Railroad. Within 
nine years to 1912, the outstanding securities of this 
company increased from $93,000,000 to $417,000,000, 
altho the operated railroad mileage increased only fifty 
miles.: Issues of new stocks and bonds during this 
period brought in about $340,000,000. Of this sum, 
$40,000,000 was spent for the purchase of lines pre- 
viously operated under lease or otherwise indirectly. 
For betterments and equipment, $96,000,000 was ex- 
pended. This left a sum of about $204,000,000 which 
in nine years was invested in properties outside its own 


1 Report of the Railroad Commission to the Governor on the subject of mergers, 
Nov. 5, 1904; reprinted in full in the Dallas News’of Nov. 27, 1905. 


2 Cf. New York Public Service Commission practice, reviewed by the author in 
Economic Review, Sept., 1914. 


* Best outlined in 27 I. C. C. Rep. 581. Cf. also Report to the Joint Board on the 
the Validation of Assets and Liabilities of the New York, New Haven and Hartford Rail- 
road under Chapter 652, Acts of 1910, by George F. Swain, Engineer in Charge; pub- 
lished in Report of the Massachusetts Joint Commission on the New York, New Haven 
& Hartford Railroad Company, February 15, 1911, pp. 51-154. [Known as the Valida- 
tion Report.] Other details concerning steamship lines are given in the above I. C. C. 
report, supplemented by the further testimony taken in May, 1914; also Report U.S. 
Bureau of Corporations on Transportation by Water, pt. 4, 1913, p. 17. The second 
extended I. C. C. Rep. has just been issued (July, 1914); I. C. C. Rep. 31. 
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railroad sphere, — that is to say in trolley companies, 
steamship lines and even electric light and power plants. 
A tale of more reckless disregard of the interests of the 
public and of investors alike, — a more complete break- 
down of service in the form of intolerable losses and 
delays and appalling accidents, —has never been spread 
upon the records. It is an involved affair in entirety. 
We must be content to outline it by territorial samples. 

The Connecticut trolleys in the New Haven system 
were originally leased as the Connecticut Railway and 
Lighting Company. This aggregation of roads had 
been formed by the consolidation of nine smaller con- 
cerns in 1900. Bonds to the amount of $9,350,000 and 
shares amounting to $15,000,000, — a total of $24,350,- 
000, — were exchanged for a former combined capitali- 
zation of $8,210,000, at the time of consolidation.' This 
flagrant over-capitalization was characteristic of the 
general situation in that state. The absence of rigid 
governmental oversight, outside of Massachusetts, 
created a striking contrast in this regard, to which atten- 
tion will be called in another connection. Where the 
New Haven Railroad agreed by purchase and lease to 
support this inflated capitalization, the operation prac- 
tically, of course, amounted to dilution of the value of 
its own securities to a corresponding degree. The 
Massachusetts Validation Commission in 1911 found 
that, even making no allowance whatever for deprecia- 
tion, $13,000,000o0f a total par investment of $40,000,000 
of the New Haven railroad in these Connecticut 
trolleys represented no tangible value whatever. Still 
less, apparently, did it represent earning power. 

The roundabout processes by which the New Haven 
obtained control of its trolley lines in Rhode Island may 


1 Report of Commission de Public Service Corporations, Connecticut, 1909, pp. 8- 
11; New York Evening Post, Nov. 23, 1912. 
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best be described by direct quotation from the report of 
the Interstate Commerce Commission.! 


“In 1902 the United Gas Improvement Company, generally under- 
stood to be an institution backed by Philadelphia capital, entered 
the trolley field in Rhode Island. A corporation known as the 
Rhode Island Company was organized which issued its capital stock 
in the sum of $2,000,000 to the Improvement Company, receiving 
in return $2,000,000 in cash. The Rhode Island Company there- 
upon leased three trolley lines, which embraced in the main all the 
lines in Providence, Pawtucket, and the immediate vicinity. 

“The Improvement Company now proceeded to organize what 
was known as the Rhode Island Securities Company for the purpose 
of holding the stock of the Rhode Island Company. The Improve- 
ment Company turned over to the Securities Company the $2,000,- 
000 of stock in the Rhode Island Company and received therefor 
without any further consideration $12,000,000 of the capital stock 
of the Securities Company and $3,500,000 of its 4 per cent bonds. 
This resulted in the issue to the Improvement Company of $15,500,- 
000 of securities for $2,000,000 in money. 

“ This was in 1902. In 1904 the New Haven began its campaign 
for the acquisition of the trolley lines of southern New England, 
and soon after purchased a block of the stock of the Rhode Island 
Company. In 1906 it perfected arrangements for the acquisition 
of the entire stock of that company. Instead, however, of purchas- 
ing that stock directly, it arranged to do it indirectly by taking over 
the Securities Company. What the New Haven did was to organize 
a third corporation, the Providence Securities Company, which 
exchanged its 4 per cent debentures guaranteed by the New Haven 
Company for the stock, bonds, and notes of the Rhode Island Secu- 
rities Company substantially at par. There was a cash payment 
of $10 per share by the stockholders of the Rhode Island Securities 
Company and an adjustment of $3 per share against this on account 
of interest; there were certain bookkeeping entries one way and the 
other, but the upshot of the whole transaction was that the New 
Haven Company issued its obligations to the Improvement Com- 
pany and others and received in exchange at substantially dollar for 
dollar these inflated securities of the P.hode Island Company. 

“ Representatives of the New Haven Company earnestly insisted 
that this company had not watered the stock of the Rhode Island 
Company, and this, strictly speaking, is true. The improvement 
Comnany turned in the water and the New Haven Company con- 
verted that water into wine. In whatever aspect the transaction is 
viewed the New Haven gave $13,500,000 for nothing.”’ 


1 27 1. C. C. Rep. 581. 
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The net result of this operation was a total investment 
of about $24,000,000, altho the state authorities sub- 
sequently estimated the property to be worth only about 
one-fourth of this figure: Nor were the earnings of 
these Rhode Island trolleys, at any time, sufficient to 
justify the prices which the New Haven paid for them. 
The reckless expenditure, in order to secure monopoly 
control, simply saddled the New Haven treasury with a 
huge aggregate of inflated securities which did not begin 
to cover the cost of raising the funds for their purchase. 


The $13,500,000 given for nothing in the Rhode 
Island trolleys was well matched by the investment in 
the New York, Westchester & Boston Railway, —a 
four-track electric road, extending about twenty miles 
out from New York. This affords an instance of in- 
flation, not only in connection with franchise purchase 
but also as a piece of original construction. Eight 
thousand shares of New Haven stock, worth $1,200,000, 
were first exchanged for 24,000 Westchester shares, 
worth in the words of President Mellen “ about ten 
cents a pound.” Then about $11,000,000 more was 
paid for $5,000,000 invested in construction by the 
promoters, — this by command of J. P. Morgan with- 
out any adequate accounting even to the directors. 
All in all, to 1912 the New Haven invested $35,000,000 
in this enterprise; altho the value of tangible property, 
reported to the New York Public Service Commission, 
was only $12,000,000. An annual deficit of $1,250,000 
still obtains. While this was going on, the New Haven 
was also seeking the control of the Boston & Maine 
Railroad in order to consolidate its own transportation 


1 President Mellen himself on May 20, 1914 before the I. C. C. conceded that the 
price was twice their value. 

2 The Mass. Validation Report of 1911 accepted an inventory of $12,300,000 for 
plant and estimated $8,900,000, “ for cost of the franchise, control of the situation, etc.” 
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companies south of Boston with those of northern New 
England. The financial mechanism by which this was 
accomplished is described in another place. So far as 
inflation of capitalization is concerned, in order to elude 
the prohibitions of the legislature and the courts of 
Massachusetts, the Boston & Maine stock was for a 
brief period in 1908-09 sequestrated in the hands of one 
J. L. Billard. To him the stock was sold at $125 per 
share, within a few months to be once more returned to 
the New Haven company at $150 per share. ‘‘ Upon 
the face of the transaction, therefore, Mr. Billard made, 
without the investment of a dollar in excess of all ex- 
penditures by him, slightly over $2,700,000 as a result 
of this transaction.’”’'! Moreover, the objection that 
this unearned paper profit was not an actual one, be- 
cause the final payment was not in cash but in notes, 
was met by the significant fact that the notes given in 
connection with the final transfer were guaranteed as to 
face value by the New Haven Railroad Company. 
Upon the record, therefore, the cost to the New Haven 
company of these profitless transactions was almost 
$3,000,000, — a sum which, of course, was a part of the 
large amount which had to be raised by the issue of 
securities by the parent road. 

Other minor instances of inflation under the Mellen 
administration may be mentioned in passing. Without 
any substantial new investment, the capitalization of the 
Portland Union Station Company was run up from 
$350,000 to almost $6,000,000 with entailed fixed 
charges of $180,000 a year. Even after public opinion 
had become thoroly bent upon subjecting the New 
Haven to control, the Western Trolley Merger bill was 
jammed through the Massachusetts legislature in 1913 as 


1 27 I. C. C. Rep. 584. Corrobrated by testi of Billard, May 7, and of 
Mellen, May 17, 1914, further elaborated in 31 I. C. C. Rep. 31. 
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the price of acquiescence by the railroad in the creation 
of a Public Service Commission. This permitted the 
acquisition of the stock of three voluntary associations 
which as holding companies controlled the trolley lines 
in western Massachusetts. This opened the door to 
the capitalization of $22,398,000 of floating debt, pre- 
miums on stock and other items, without let or hind- 
rance by public authority.* 

In conclusion, the Interstate Commerce Commission 
made it clear as a result of its elaborate investigation, 
that if the New Haven had confined itself exclusively 
to the operation of its railroad property, it would have 
had for the fiscal year 1912 a surplus of $1,794,000 over 
and above eight per cent dividends upon its stock, in- 
stead of a deficit of nearly $1,000,000. Matters went 
from bad to worse subsequent to this time. Share- 
holders with dismay witnessed a decline in the market 
price of New Haven stock from about $185 in 1905 to 
less than $50 per share in 1914. Dividends, after years 
of uninterrupted payment, had to be suspended during 
a wearisome period of recuperation. The dismal chap- 
ter seems about to be closed in 1914 by the resolution 
of the system into its component parts under compul- 
sion from the Federal Department of Justice. The 
interest of the public appears in the fact that under 
other circumstances the railroad might conceivably 
have continued to furnish a safe and adequate service 
without further advance in its rates, and fares and yet 
at the same time have returned to its stockholders a 
fair dividend upon their investment. 


(6) Financial reorganization offers a fruitful field for 
an increase of capitalization, irrespective of assets, 
whether for railroads or industrial corporations. Occa- 


1 Ann. Rep., Mass. Railroad com., 1912, pp. 167-175. 
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sionally a company succeeds in emerging therefrom with 
the same volume of outstanding securities with which 
it went into bankruptcy. By far the larger number 
come forth saddled with heavier issues than ever before. 
Even more impressive is the volume of securities by 
comparison with the assets. Almost never does any 
real excision under reorganization take place.' All this 
is, of course, highly paradoxical, inasmuch as it was the 
overload of stocks and bonds which brought on the 
trouble, — an overload so disproportionate to the earn- 
ing power of the property that its back broke under the 
burden. But the explanation is not far to seek.? It 
is never the total capitalization of a company which is 
the source of danger. The volume of capital stock is 
immaterial. It is the fixed charges upon indebtedness 
to which the road succumbs. Some way must be dis- 
covered under reorganization by which the old bond- 
holders may be induced to forego their right of fore- 
closure. This almost always happens through offering 
them securities in exchange like income bonds or pre- 
ferred stock, contingent upon earnings for their support. 
But the consent of bondholders to such substitution is 
in any event difficult to obtain. The most inviting 
speculative bonuses, even in the form of a modicum of 
common stock, must be dangled before their eyes in 
order to obtain consent for the substitution. This is 
what is even now occurring in the pending reorganiza- 
tions of the Wabash, the Rock Island, and the 
“ Frisco,’”’ not to mention several minor roads. 

It is a difficult and yet an important matter to control 
reorganization in the interest, not of particular classes 
of security holders but of the company as a whole and 


1 Simon Sterne, Forum, vol. x, p. 37; vol. xvii, p. 19. 


2 For a full discussion, I refer to my forthcoming volume on Railroad Finance 
and Organization. 
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the public to be served. Otherwise the readjustment 
may only make bad matters worse. An admirable 
example of the well-advised exercise of governmental 
control is afforded by the hard-fought controversy upon 
the Third Avenue Street Railroad in New York. The 
experience merits review. In 1907-08 this company 
went into the hands of receivers. Its financial history 
was a disheartening record of fraud. Stocks and bonds 
of subsidiary companies stood upon the books at a cost 
of $9,950,000 — nearly twice their face value — despite 
the fact that one of these companies was in the hands 
of a receiver, another was practically worthless, and 
none of them judged by earnings was conceivably 
worth more than par. Over $500,000 of capital had 
been devoted to paying interest charges; $6,000,000 
had gone into operating expenses; $1,000,000 for law- 
yers’ fees; $1,000,000 into an untraced construction 
account, while for $5,000,000 there was absolutely no 
record. 

In 1909, after foreclosure proceedings, a reorganiza- 
tion committee of bondholders as intending purchasers 
prepared a plan for the organization of a new company 
and applied for authority to issue the necessary secu- 
rities.: The plan of readjustment frankly admitted a 
huge discrepancy between the assets of the property and 
the capital liabilities proposed. The outstanding bonds 
and stock of the old Third Avenue road amounted to 
$58,560,000; the new capitalization was practically 
identical in amount. The plan followed the common 
rule in the reorganization of companies characterized 
by much watered stock and depreciated bonds. Fixed 
charges were cut down by substituting for the old mort- 
gages, new income bonds calling for interest only as 
earned; and a heavy assessment was levied upon stock- 
1 3P.8.C., Ist D., 31. 
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holders under penalty of having their former holdings 
cancelled. The Public Service Commission upon this 
showing declined to permit the new company to be 
capitalized for an amount equal to the outstanding 
securities of the old road, alleging properly enough 
that the reorganization was an opportune time for 
bringing capitalization and assets more nearly into 
equivalence. 

After this first rebuff, a somewhat improved plan of 
reorganization was in due time presented for approval. 
The stockholders, instead of being required, as before, 
to subscribe heavily to new stock equally valueless with 
the old, were now given a certain proportion of bonds in 
return for their assessment. But even under this 
second plan, the outstanding securities aggregated 
$73,600,000, whereas the physical assets were avowedly 
worth only $44,000,000. This excess of liabilities was, 
of course, the fruitage of the stock-watering and fraud 
of past years. Even on the basis of reproduction cost 
entirely new, plus necessary working capital, current 
assets amounted to only $68,000,000. This figure made 
no allowance for depreciation, obsolescence or inade- 
quacy, and it included $11,625,000 for “‘ development 
expenses,” such as brokers’ commissions and discount 
on bonds. The Public Service Commission thereupon 
in 1910 disallowed the second application. The case 
then went to the Supreme court and a decision was 
finally handed down, purely on law points, which up- 
held the appeal of the reorganization committee. An 
ancient section of the Stock Corporation law was un- 
earthed, which by oversight was not repealed when the 
Public Service Commission Act was passed. This gave 
free rein in the matter of recapitalization to reorganiza- 


1N. Y. 145 App. Div. 318; 203 N. Y. 299; 96 N. E. Rep. 1012. Precedent fol- 
lowed by Nebraska; 5th Ann. Rep. Railroad Commission, 177. 
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tion managers. The next legislature promptly revised 
the statute. But in the meantime, the Commission was 
obliged to approve this second plan despite the utter 
discrepancy between capitalization and assets. But, 
of course, under such circumstances the new securities 
could not be marketed at anything like par. It was 
estimated that $55,000,000 par value would produce 
only about $33,000,000 in cash. At this point, the Com- 
mission in 1912 once more intervened.' The policy 
imposed was the only sound one for dealing with matters 
of this sort. It was directed that an amortization fund 
be set aside annually out of earnings, sufficient to cancel 
all the excess of liabilities over assets by 1960, when the 
bonds matured. Heavy depreciation charges were also 
required. A similar wholesome plan has since been 
adopted in the case of steam railroad issues by the New 
York up-state commission, notably in approving of the 
New York Central bond issue of $70,000,000 in 1914. 
Such may be said in fact to have become the established 
practice. It is obviously the only prudent one. 


The foregoing review of experience is broadly signif- 
icant. It emphasizes the need of governmental 
supervision in matters of finance, — certainly so far as 
standardization of accounts is concerned, and probably 
also as indicating the further need of downright control 
by administrative order. But such supervision cannot 
be exercised by divided and conflicting state authority. 
The Federal government must certainly take hold. The 
need of so doing is still further emphasized by the proven 
inter-relation of rates, service and finance. Everything 
seems to point to the assumption of such control by the 


13P.S8.C., Ist D., 51. 


2 Cases before state commissions will be analyzed by the author in the Economic 
Review, September, 1914. 
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Interstate Commerce Commission. It is no light mat- 
ter to lay so heavy an additional burden upon this al- 
ready over-worked body. The necessity of a separate 
departmental organization for this set of financial func- 
tions is clearly foreshadowed. 


W. Z. Ripuey. 


Harvarp UNIVERSITY. 
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SUMMARY 


Importance of depreciation for valuation, 630. — A well maintained 
property is yet normally in a state of depreciation, 632. — How to 
allow for this circumstance depends on the purpose for which accounts 
are made up, 635. — Mode of reckoning depreciation required by Inter- 
state Commerce Commission, 637. — “‘ Replacement account,” “ Re- 
serve for accrued Depreciation,” 639. — A possible alternative, 644. — 
The general procedure justified for purposes of regulation, 648. — Criti- 
cism possible as regards earlier charges made, 654. — A different princi- 
ple and a different rule by other regulating bodies, 656. — Wisconsin 
Commission, 657. — The United States Supreme Court, 660. — Conclu- 
sion, 662. 


Two questions outrank in practical consequence all 
other problems of procedure in the valuation of the 
properties of public service companies for purposes of 
rate control. First, what is a proper rate of return 
upon the investment? Second, shall the property 
taken as evidence of the investment be valued for that 
purpose as tho it were new, or shall an allowance be 
made for the fact that it is in various stages of age, wear, 
and obsolescence ? Under American conditions the 
difference between original cost and replacement cost 
as a standard of valuation is not apt to be large,’ except 
for real estate holdings, and in the aggregate the dif- 
ference between the results got by the use of these two 
methods will usually be less important in its bearing 
upon the determination of reasonable rates than is the 
margin of uncertainty with respect to either the proper 
rate of return or the matter of depreciation. Nor do 

1 The common practice of averaging prices over a period of five or ten years in 


determining replacement cost contributes to this end. 
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the minor problems suggested by such phrases as 
“interest during construction,” “ going value,” “‘ do- 
nated property,”” and the like, usually compare in 
importance, even in the aggregate, with the two that 
have been named. The present paper deals with the 
second of these two major issues of valuation. 

In a valuation made for the dual purposes of rate 
regulation and taxation in Wisconsin the present 
(depreciated) value of the physical properties of twenty- 
six electric railways was found to be $7,826,000 or 
82 per cent of the “cost of reproduction new” of 
$9,596,000.!_ For individual companies the corres- 
ponding proportion was as low as 57 per cent, and was 
below 79 per cent in as many cases as above it. And 
these figures include the value assigned to land and 
grading, from which no deduction for depreciation was 
made. The depreciated value of the properties ‘of 
fifty-four steam railroads was estimated as $196,239,000, 
or 80 per cent of the cost of reproduction new, which 
was given as $244,129,000. This percentage varied for 
individual railroads from 61 to 96, the median being 
77.2. Leaving out of account the items of land and 
grading, on which no depreciation was reckoned, the 
depreciated value of the remaining assets of the fifty- 
four railroads was only 73 per cent of the value new. 

The Michigan valuation of the properties of steam 
railroads in 1900 gave a depreciated value that was 81 
per cent of the cost of reproduction.* In the Minne- 
sota appraisal of 1907 the corresponding percentage 
was 88.4 But when the unusually large list of items in 


1 Fifth Biennial Report of the Wisconsin Tax Commission (1910), Appendix D. 

2 Computed from a table in the Fourth Biennial Report of the Wisconsin Tax Com- 
mission (1909), p. 128. 

* Bulletin 21 of the Bureau of the Census (1905), p. 78. 


« Twenty-fourth Annual Report of the Minnesota Railroad and Warehouse Com- 
mission (1908), p. 52. 
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the latter valuation against which no depreciation was 
charged ' is eliminated from the reckoning, the propor- 
tion is reduced to 76 per cent. 

Examples of this sort might be multiplied, but it is 
better to turn to the general principles underlying the 
aggregate amount of depreciation of the properties of a 
large business. Mr. James E. Allison, formerly a 
member of the St. Louis Public Service Commission, 
as well as its chief engineer, was the first to appreciate 
the significance of these general principles.’ 

At any given time in the history of a large business 
undertaking with extensive and varied properties, 
properly maintained, some of the items of plant and 
equipment will be new, or nearly new. And unless the 
business has been newly undertaken, other items of 
plant and equipment will have nearly served their term 
of profitable use. Still others will be found in each of 
the possible stages of wear intermediate between new- 
ness and final replacement. It follows that an effi- 
ciently maintained property of this sort which has been 
operated for a sufficient number of years will normally 
be about half “‘ worn out ”’ and that, if renewals continue 
to be promptly made when needed, the property will 
normally tend to remain in this same average physical 
condition. This conclusion is subject to a few very 
simple qualifications. (1) No single item of plant or 
equipment can be so large and expensive, relative to the 
other items, that its degree of newness disproportion- 
ately affects the average state of wear. (2) The various 

1 Including land, grading, track laying, stores and supplies, contingencies, and 
interest during construction. 


2 Should Public Service Properties be Depreciated to obtain Fair Value in Rate or 
Regulation Cases? Report to St. Louis Public Service Commission, 1912. Reprinted 
as Appendix A of the Report on the United Railways Co., by the St. Louis Public Service 
Commission, 1912; and as Appendix D of report of same commission on the South- 
western Telegraph and Telephone Co., 1913. Cf. also Mr. Allison’s paper on ‘‘ Depre- 
ciation,” Annals Amer. Acad. Pol. and Soc. Science, vol. liii, p. 198 (May, 1914). 
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items of plant and equipment must have been acquired 
at different times or else (the more common case) must 
have differing periods of life, so that replacements are 
distributed with some evenness through successive 
years. (3) The business must be in a static condition. 
If it is growing in size there will be a relatively larger 
amount of new equipment; if it is declining, some of 
the equipment may not be replaced as it wears out, and 
the property as a whole will be in a sub-normal 
condition. 

This last condition — that the aggregate size of plant 
and equipment is supposed to be neither increasing nor 
decreasing —is one which rarely holds true under 
American conditions. Most American railroad and 
public service corporations are apt to increase their 
investment in fixed capital from time to time.! But 
this fact does not affect the significance of the conclu- 
sion that there is such a thing as a state of “ normal 
average depreciation.” One might, if one pleased, 
modify the assumption of a normal depreciation of 
50 per cent so as to allow for the effects of any given 
rate of growth. But this is scarcely necessary, for all 
practical ends are served by considering the present 
and future depreciation and probable replacement of 
the body of assets which exists at a given time, and 
for this purpose the 50 per cent average is generally 
appropriate. The other conditions are not usually 
far out of line with the facts. “Indeed, the customary 
endeavor of every properly conducted business to pre- 
vent too large a burden of maintenance or replace- 

1 This is one of the reasons why the depreciated value of railroad properties as found 
by various commissions is generally considerably more than 50 per cent of the unde- 
preciated value. Other reasons (aside from a possible large margin of error in the work 
itself) are the inclusion of non-depreciating assets in the valuation, and the fact that the 
residual or scrap value of the discarded assets has to be taken into account. Thus a 


steel rail costing $28 per ton and with a scrap value of $12 per ton would when “ half 
worn out "’ be valued at about 71 per cent of its cost new. 
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ment expenses from falling within any one year works 
potently toward securing a normal average condition 
of depreciation. 

The result of this general analysis not only indicates 
the magnitude of the interests affected by the question 
of the proper treatment of depreciation in valuation for 
purposes of rate control, but, as will be indicated later, 
it has an important bearing upon the proper answer to 
that question. 


Durable capital goods are said to “ depreciate,” 
while less durable ones are “ used up ”’ or ‘‘ consumed.” 
The difference is, of course, one of degree only. Build- 
ings, rails, and locomotives are worn out slowly; fuel, 
oil, and other supplies are used up rapidly; but in the 
long run the two processes are alike. Just where the 
line shall be drawn between them for accounting pur- 
poses is determined by the fact that a year is the ordi- 
nary fiscal unit of time. Assets whose normal length 
of life is more than a year are “ capital assets,”’ and 
“ depreciate ’’?; assets of a more transient sort are 
used up and replaced within the year, and their cost is 
counted under the head of operating expenses. If the 
customary fiscal unit of time were five years, or twenty 
years, there would be fewer assets whose depreciation 
would have to be taken into account. Part of what are 
now capital assets would in a longer fiscal period appear 
as current assets. But, as it is, we wish to know the 
profit or loss of a business undertaking during a year, 
and its general condition at the end of the year. So 
some method must be devised of allocating the cost of 
the more durable instruments of production among the 
successive years of their period of life. “The more 
permanent form of assets serving for productive use 
during a period of years should be spread as an expense 
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during the period of use, whether that be five or fifty 
years.” ! 

It is not surprising that there is no general agreement 
among accountants respecting the proper basis of thus 
cutting up and parcelling out the total cost of a durable 
good. It is easy to concede that the purpose of account- 
ing is to ascertain and exhibit the true condition of a 
business, but just what the truth is will depend upon the 
specific question which we ask the accountant. sDo we 
want to know from the balance sheets whether the pro- 
ductive efficiency of the durable equipment of a business 
is being maintained unimpaired ? , Is the most accurate 
statement possible of the profit or loss of a particular 
year the desideratum? »,Are we looking toward the 
future and asking whether adequate provision is being 
made for the amortization of the cost of the durable 
capital assets that will have to be replaced ? , Or do we 
have a possible insolvency in mind, and seek to know 
the market value of either the equipment as a whole 
or its different parts? Emphasis upon one query 
would logically lead to apportioning depreciation among 
the various years of life of a durable good according to 
the diminution of its productive efficiency; the proper 
answer to others would be given by apportioning depre- 
ciation according to the requirements of annual contri- 
butions to a sinking fund or according to the diminution 
in the estimated market value of the assets in question. 
Very frequently actual accounting practice represents, 
necessarily, a compromise between two or more of these 


1 H. R. Hatfield, Modern Accounting, p. 122. The following admirable statement 
is by Mr. J. S. Eaton (Handbook of Railroad Expenses, p. 3): ‘‘ So we see that capital 
expenditure, as distinguished from expenses, is at last an arbitrary conception. It 
begins with the idea that certain expenditures have an efficiency that reaches over many 
earning periods extending indefinitely into the future. But nothing physical would last 
so long, and its earning power might have even less permanence. To meet this condi- 
tion we arbitrarily designate certain expenditures whose effect indefinitely outlasts the 
immediate earning period as ‘ capital,’ and then in the same arbitrary way, through all 
subsequent vicissitudes, we hold them to their first value, by maintenance, renewal and 
depreciation charges which are borne by current expenses.” 
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different possible methods of procedure. Thus we find, 
for example, that one of the points sometimes made 
in favor of the method of dividing the total deprecia- 
tion of an asset into equal annual parts is that while 
the market value of many capital assets (machines, 
perhaps) declines most rapidly in the first few years 
of use, the technical efficiency of the same assets 
declines most rapidly in the years just before they 
are discarded. 

These and — considerations have to be weighed 

in any thoro*&analysis of the problem of the proper 
recognition of the fact of depreciation in private enter- 
prises. They are also properly to be taken into account 
in discussing the business policies of unregulated public 
service industries. Altho’the principle that the charges 
of such industries must be reasonable is of long standing, 
this cannot be said to have had any particular bearing 
upon the depreciation problem until some basis for the 
determination of “ reasonableness ” was laid down by 
commissions and courts. 
/ But with regulated public service undertakings the 
case is different. Here the proper adjustment of depre- 
ciation accounts is not merely a matter of business policy 
nor of the proper adjustment of the interests of the 
holders of the various classes of equities in the earnings 
and assets of the business. It directly affects the issue 
between the proprietors of the undertaking on the one 
hand and the public on the other. It does this by 
operating on, first, the amount of annual net earnings 
shown by the accounts, and, second, the real or appa- 
rent magnitude of the capital investment. This bring- 
ing in of the public interest as a matter of primary 
concern helps to define and narrow the problem and 
at. the same time raises new issues. 
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There is no better way of approaching the question 
of the proper treatment of depreciation in the valuation 
of the properties of public service companies than by 
examining in some detail the functions and results of 
depreciation accounts in public service undertakings. 
Railroads will serve as the best example, not only 
because of the magnitude of the interests involved, but 
also because the accounting rules of state public utility 
commissions have been patterned in large measure 
after those of the Interstate Commerce Commission. 
The principles involved are of general application. 

. The Interstate Commerce Commission, acting under 
the increased powers over the accounts of railroad com- 
panies given it by the Hepburn Act of 1906, now requires 
that the depreciation of rolling stock be counted as an 
operating expense.! The introduction of this account 
was in line with a general attempt to draw the line more 
accurately between “ additions and betterments ” on 
the one hand and the mere replacement or maintenance 
of existing capital on the other. Maintenance accounts, 
as every one knows, had been the loose ends of railroad’ 
book-keeping. In an earlier period of American rail- 
road finance, inadequate appropriations for mainte- 
nance of way and equipment furnished a common 
method of milking the property and of manipulating 
the value of securities through the payment of un- 
earned dividends. In more recent years this practice 
had become relatively less frequent, and many of the 
stronger roads had gone to the other extreme of over- 
stating their maintenance costs by counting many sorts 
of additions and betterments as replacements. It was 
in part to control this practice that the regulations 
1 Under the latest revision of the I. C. C. Classification of Operating Expenses, tak- 
ing effect July 1, 1914, accounts are also provided for the depreciation of fixed improve 


ments, including way and structures. But for the present the use of these accounts is 
optional with the carriers. 
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referred to were instituted by the Commission. In 
addition to these requirements, elaborate rules were 
later made for the definition and classification of addi- 
tions and betterments. 

There was much complaint that these regulations 
interfered in an unwarranted way with the companies’ 
rights to determine their own financial policies, and 
much was said about the advantages of the conserva- 
tism expressed in the understatement of net earnings. 
It was alleged, furthermore, that replacements and 
renewals fell so evenly in the case of a large railroad 
that it was unnecessary to provide for them in advance. 
The reply of the Statistician for the Commission was to 
the effect that the control of accounts is not the control 
of financial policies; that the railroads were still free 
to make such disposition of their earnings as they chose: 
that “capital assets are consumed in operation . . . 
regardless alike of the corporation’s policy of manage- 
ment or the Commission’s rules of accounting ’’ ; that 
these rules deprived the railroads merely of the oppor- 
tunity to misstate the facts.’ 

There is no reason to doubt the wisdom of the general 
policy expressed in these orders of the Commission. 
Charging betterments to operating expenses builds up 
a “ secret reserve ” which can be brought to light at any 
time and thus made as effective a means of manipula- 
tion as unearned dividends. The arbitrary diminution 
of the amount available as net income, by reason of 
swollen maintenance expenses, may frequently be unfair 
to the owners of income bonds or of non-cumulative 
preferred stock, or to other holders of equities in the 
business who may be more interested in maintaining 
present returns than in increasing future profits. 
Finally (and what from the point of view of the present 


1 Twentieth Annual Report on the Statistics of Railways (1907), pp. 21-24. 
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inquiry is most important) it is not to the public interest 
that the existing level of rates should appear to be less 
profitable to the railroads than it really is.! 

Some difficulties have developed, however, in the 
handling of the depreciation accounts. The Commis- 
sion did not prescribe the annual rates of depreciation 
which the carriers should use for different classes of 
equipment. It now reports, “ This latitude has 
resulted in widely different practices, the rates used by 
different carriers varying from nothing up to 7 per cent 
or more per annum upon equipment operated under 
substantially similar conditions. It seems evident 
that this variance is in some cases due to differences in 
policy rather than differences in actual depreciation or 
in the estimates thereof.””? The result is, of course, 
that, we still have many instances where the net income 
is either overstated or understated, according as the 
rate of depreciation used is too low or too high. This 
can be corrected in the future and undoubtedly will be. 
The chief obstacle to the efficient control of depreciation 
charges has been the paucity of reliable statistics of the 
average life of different sorts of equipment under 
different operating conditions. 

A more serious difficulty has arisen in connection with 
the disposition of the ‘“‘ depreciation reserve ” which is 
created by the depreciation charges. And here we have 
to do with a matter of fundamental importance. The 
depreciation charges were inaugurated by requiring the 
carriers to include in their operating expenses a monthly 

1 The Commission has recently stated: ‘‘ There is manifested [by the carriers] a 
growing appreciation of the importance of exact and theoretically correct ting 
At the same time there is a corresponding decline in the opinion, once too prevalent, 
that ting may properly be governed by the policy or by the financial situation or 
needs of the accounting carriers.” — Twenty-seventh Annual Report (1913), p. 39. 


The accounting regulations of the Commission have recently been sustained by the 
Supreme Court, in Kansas City Southern Ry. Co. v. U. 8., 23 U. 8. 423 (1913). 








2 Twenty-seventh Annual Report (1913), p. 39. 
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charge of one-twelfth of the estimated annual deprecia- 
tion on each item of equipment. The determination of 
the various rates of depreciation to be assumed was, as 
we have seen, left to the carriers. An amount equal to 
the total charges for depreciation each month had to be 
credited to a ‘‘ replacement ” account. These replace- 
ment accounts were in turn charged with the cost of all 
new equipment acquired in place of equipment dis- 
carded or destroyed. Now it might happen, of course, 
that particular items of equipment would be worn out 
or destroyed before the accumulated depreciation 
charges on them would have amounted to enough to 
provide for their replacement. Even if the depreciation 
rates used had been found to accord with average expe- 
rience there would have been a deficient provision for 
the replacement of all items of equipment which hap- 
pened to be destroyed or abandoned before reaching 
the ‘“ average expectation of life.’”’! Moreover, many 
items of equipment were already old on July 1, 
1907 — the date at which depreciation charges began. 
So a “renewals” account for each class of equip- 
ment was also instituted. To the renewals account 
was charged as an operating expense the value of 
any item of equipment destroyed or otherwise retired 
from use minus salvage and the amount already 
accumulated in depreciation charges. 


1 Account should be taken of this official statement: ‘‘ It is not intended that these 
accounts should be restricted to individual cars or locomotives. . . . On the other hand, 
the several amounts standing to the credit of these replacement accounts should be 
available to carriers for the purpose of replacement of equipment to the extent of such 
credits.”” — Classification of Operating Expenses, Third Revised Issue (1907), p. 92. 
Later in response to a specific inquiry, it -was definitely stated that the reserve created 
by depreciation charges on one*class of equipment might be used for the purchase or 
replacement of other classes of equipment. (I. C. C. Accounting Bulletin No. 1, 1908, 
Case 108.) But these rulings are clearly inconsistent with the principle of the renewals 





account, by which provision was made for an adeq t reserve for each 
individual item of equipment. The real effect of the rulings was to make it possible for 
railroads to use the surplus in their repl in what were virtually addi- 





tions and betterments, thus keeping their “ property account” intact. The ruling in 
Case 108, referred to above, was later cancelled (I. C. C. Accounting Bulletin No. 4, 
1909). 
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Thus, if a freight car which had cost $500 had been 
destroyed with a salvage of $75, when only $125 had 
been charged to depreciation for this car, a charge of 
$300 would at once be made to “ renewals.” The 
renewals account may be interpreted as a device for 
recording for each particular item of equipment the 
amount of finally realized depreciation not previously 
covered in the depreciation account. Operating ex- 
penses were in this way annually charged with (1) an 
amount representing the depreciation attributed to the 
wear and tear of the year’s use, and (2) a further amount 
representing the total amount of depreciation on 
equipment retired within the year not previously written 
down.! 

It seems to have been assumed that the amount of 
credits in the replacement reserve from accrued depre- 
ciation together with the amount of charges to renewals 
would stop the practice of charging to maintenance the 
expense of real improvements in equipment. At least 
in much of the current discussion of the problem it was 
assumed that depreciation charges would in some way 
be a gauge of proper allowances for maintenance. And 
it is hard to find any other significance in the official 
statement that ‘all replacements in excess of such 
credits must be considered as Betterments or Additions, 
and charged either to Income or to Capital.” * ? 

Whatever may have been the expectation, it is quite 
impossible that the magnitude of the replacement 
reserves should in any way have really determined the 
amount of expenditures properly chargeable to main- 
tenance rather than to additions and betterments. For 
at any given time these reserves, together with the 


1 Subsequently the carriers were permitted to charge realized depreciati located 
to the period of use before July 1, 1907 to profit and loss instead of operating expenses. 
Cf. I. C, C. Accounting Bulletin No. 8 (1912), Case 574, and p. 654, infra. 


2 Classification of Operating Expenses, Third Revised Issue (1907), p. 12. 
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charges to renewals, would afford ample provision for 
all equipment retired from use and just about to be 
replaced, and would also contain an additional amount 
equal to the accumulated depreciation charges on all equip- 
ment remaining in service. This additional amount or 
surplus could not be written off for replacement pur- 
poses except as the particular items of equipment on 
which depreciation had accumulated went out of ser- 
vice,! and in the meanwhile it would in the normal 
course of things have been further swollen by the con- 
tinuing accruals of depreciation charges. Since this 
continually growing surplus could not be used for legiti- 
mate replacement purposes, it furnished an oppor- 
tunity to the carriers to charge expenditures for 
additional equipment to replacement and, hence, to 
operating expenses. The term “ replacement account ”’ 
was & misnomer. 

When a more rigorous control of these matters was 
determined upon, those in charge of the accounting 
policies of the Commission had two possible methods of 
procedure open to them. One was to so readjust their 
rules that depreciation charges would in fact furnish an 
adequate replacement fund and nothing more. This, 
as we shall see, was practicable, altho not advisable. 
The alternative was to admit that the existing replace- 
ment accounts were not replacement accounts at all and 
to call them something else. This was done. 

The new rule was phrased, ‘“‘ The accounts heretofore 
referred to as ‘ Replacement’ accounts should hereafter 
be kept under the name of ‘ Reserve for Accrued Depre- 
ciation.’ ’’* The total amount of the balances in these 
accounts must now be shown on the balance sheet as a 


1 Despite official rulings to the contrary. Cf. note on p. 640, supra. 


2 I. C. C. Classification of Expenditures for Additions and Betterments, first revised 
issue (1910), p. 19. 
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deduction from the aggregate investment in road and 
equipment. This is, in substance, a frank recognition of 
the permanent character of this reserve and of the fact 
that in the normal run of events it cannot be diminished, 
but, on the contrary, is bound to increase. The account, 
moreover, has a new meaning. It is no longer supposed 
to have any definite bearing upon current replacements; 
it is held to represent the amount by which the values 
in the (equipment) property account have been dimin- 
ished by the lapse of time. The regulation of expendi- 
tures for additions and betterments is now accomplished 
in a simple and adequate fashion. It is required, as 
before, that when an item of equipment goes out of 
service only the difference between its cost or ledger 
value and the subsequent accumulation of depreciation 
charges on it shall be charged to operating expenses,! 


the remainder of the cost of replacement having already — 


been charged to operating expenses through the depre- 
ciation account. But this is controlled by means of a 
new “ equipment ”’ account, the balance in which repre- 
sents the difference between the aggregate expenditure 
for new equipment and ‘the cost or ledger value of equip- 
ment retired. This balance is thus a measure of addi- 
tions and betterments to equipment, provided that one 
measures replacements by the aggregate amount of 
realized depreciation (retirements) during the year. The 
equipment account, it will be noted, is quite disasso- 
ciated from the accrued depreciation account, and in no 
way dependent upon depreciation charges of any sort. 
The reserve for accrued depreciation is, then, identical 
with the old replacements account except that its signif- 
icance is more accurately interpreted and that it is 





1 Specifically, to the “ reti ts” t, as the old “ renewals "’ account has 
been more appropriately renamed. The reserve for accrued depreciation is, of course, 
debited with an t equal to the sum previously credited to it on it of the 
particular equipment retired. 
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more adequately protected against being depleted to 
cover virtual additions and betterments. But to some 
carriers the change (in interpretation) seemed to carry 
with it large consequences. One inquiry reads: ‘“‘ This 
is a radical departure from the methods adopted by the 
Commission, July 1, 1907 . . . and the question now 
arises as to what carriers are to do with the vast sums 
they have charged in the past for depreciation on equip- 
ment.””! Another is: ‘“ A carrier has left standing in 
its Replacement account a large balance, which will 
be constantly augmented and it does not appear to be 
available for any purpose. How is this account to be 
closed ?’?2 The accounting authorities of the Com- 
mission replied: ‘‘ The effect of the methods prescribed 
for handling the accounts is that the account Property 
Investment will, in theory, include the actual cost of all 
equipment owned, while the depreciation account will 
represent the expired value or depreciation on the 
equipment.’”’* This, of course, contemplates no closing 
of the account. 

Let us turn from the present status of the Commis- 
sion’s regulations to the alternative procedure which it 
might have adopted when it was found that the replace- 
ment reserves were growing too rapidly to serve as a 
check on maintenance expenditures. If instead of 
changing the interpretation of the significance of the 
replacements account, it had desired so to modify the 
system of crediting to this account that it would have 
furnished a real gauge of proper maintenance charges, 
this could conceivably have been accomplished. 
Roughly approximate results could have been obtained, 
for example, by (1) charging depreciation as planned 
upon all existing equipment and upon all equipment 
1 I. C. C. Accounting Bulletin No. 8, Case 567. 

2 Case 575. 2 Case 567. 
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subsequently acquired to replace it; (2) abolishing the 
renewals or retirements account; and (3) charging no 
depreciation (except perhaps to cover actual retire- 
ments) on any class of additional new equipment until 

_ the expiration of ¢ years from the introduction of the 
new regulation (where ¢ represents the “‘ expectation of 
life ” of the equipment in question). Beginning with 
the end of ¢ years, depreciation would have to be charged 
on all the additions made up to that time to that partic- 
ular class of equipment, and would continue to be 
charged upon all equipment bought to replace these 
additions. But in each successive period of ¢ years no 
depreciation would be charged upon yet further addi- 
tions to equipment of the same class.’ 

To make the matter clear take the artificially simple 
case of a railroad owning 7 locomotives, each of which 
has cost $10,000 more than its scrap value and has a 
total period of serviceable life of ten years. Assume 
further that these locomotives have been acquired in 
fairly even numbers in successive years to replace dis- 
carded equipment. Then of the n locomotives in service 
at the beginning of the fiscal year about one-tenth will 
be discarded within the year. The normal depreciation 
charge per locomotive per year is $1000. So that if 
depreciation charges are inaugurated at the beginning 
of the year, the accruals for the year (n x $1000) will 


just suffice to replace the “3 locomotives which will be 


1 This rough method is based upon the premise that annual depreciation charges 
upon equipment, fairly evenly distributed with respect to age between newness and 
di for reti: t, will suffice to provide for annual replacements. It would apply 
only to large railroads and would have to be modified if the railroad possessed more new 
equipment than old (or vice versa) or if additions made in each successive period of ¢ 
years were not distributed with some evenness among the individual years. Given the 
age statistics of the equipment of any railroad, it would be easy to prescribe formulas for 
depreciation charges that would adequately provide for replacements and no more. 
But the purpose of the rough illustration given in the text is to distinguish ‘‘ depreciation 
for replacement ” from the so-called depreciation that is d by the expired pro- 
portion of the aggregate probable years of life of the equipment on hand. 

























































discarded during the year. And in each succeeding 
year depreciation charges and replacement costs will 
continue to equal each other. 

Up to the time when depreciation charges were begun 
the n locomotives then in service had completed in the 
aggregate 5n locomotive years. If the depreciation 
charges were to conform to the Interstate Commerce 
Commission’s accounting rules it would have been 
necessary not only to make the provisions just described, 
but also to reach back into the past and set down 
depreciation charges on each locomotive retired for 
each of its years of life prior to the inauguration of the 
accounting system. And it would be necessary to 
proceed in this way until all of the original n locomotives 
had been replaced. Since the regular annual deprecia- 
tion charges are adequate to provide for all replace- 
ments, the net result of the additional (retirements) 
charges would be the accumulation of a permanent and 
unusable reserve for accrued depreciation amounting to 
5n X $1000, or just half the difference between the 
original cost of the n locomotives and their scrap value. 

In this simplified case current annual depreciation 
charges, without further additions on account of retire- 
ments, are a proper measure of current annual main- 
tenance expenditures. And, given sufficient data, there 
is no difficulty of principle in thus equating depreciation 
and maintenance in the case of an actual railroad, with 
its equipment unevenly distributed in point of age. 
But the Interstate Commerce Commission’s present 
method of controlling replacement costs is simpler and 
better. The outcome of the equipment account is that 
the amount of annual expenditures for new equipment 
charged to operating expenses is determined by the 
(cost) value of the equipment retired within the year. 
Realized depreciation, rather than so-called partial 


QUARTERLY JOURNAL OF ECONOMICS 




















DEPRECIATION AND RATE CONTROL 647 


depreciation (measured by the proportion of the aggre- 
gate probable life of the equipment on hand which has 
expired within the year) is the controlling factor. 

In the case of a large railroad with varied equipment 
this completed depreciation (retirement) will be suffi- 
ciently uniform in amount, year after year, to obviate 
undue fluctuations in annual replacements. And from 
the point of view of logic this method has the distinct 
advantages (1) that realized depreciation is a definitely 
measurable fact and (2) that replacements happen in 
fact to be made on account of realized depreciation and 
for no other reason. 

By adequately providing for the control of expendi- 
tures for replacements this practice weakens the case 
for requiring depreciation accounts.'. When these 
accounts were instituted the railroads had claimed that 
their properties were so large and varied, and their 
maintenance expenditures consequently so regular, 
that maintenance itself was a sufficient protection 
against all depreciation. The rejoinder was, as we have 
seen, that in practice maintenance charges were fre- 
quently either too small to provide for replacements 
or were made unduly large through the inclusion of pro- 
vision for additions and betterments. But with main- 
tenance controlled, depreciation charges become, in 
effect, merely a way of measuring a presumed consump- 
tion of capital over and above the amount annually 
replaced. ’ 

Moreover, it would now be idle to claim that to 
require depreciation charges is in no manner to interfere 
with the financial policy of the railroads. For the 
compulsory annual additions to the reserve for accrued 
depreciation decrease by their full amount the apparent 


1 With the depreciation accounts eliminated, the entire cost of discarded equipment, 
minus salvage, would be charged to operating expenses under the rubric of “ retire- 
ments.” 
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profits of the year and thus the amount available for 
dividends. Altho no investment of a separate depre- 
ciation fund is required, yet the writing down, of the 
capital assets by the amount of the accrued “ deprecia- 
tion ’? means in the long run either that other assets 
have to be larger in amount than they otherwise would 
have been or that liabilities have to be smaller. Usually 
the growth of the reserve for accrued depreciation means 
in practice that additional permanent investments are 
being made out of earnings. The reserve represents 
an additional, permanent, and compulsory investment 
in the business to take the place of the amount of the 
investment written off for depreciation. To require 
such a reserve to be created is to control, in that degree, 
the financial policies of the companies affected. This 
is not to condemn the requirement in question, but 
merely to show its real significance. 


But, it may be objected, surely property that is half 
worn out is not worth as much as when it was new. 
Should not its value be written down, if the balance 
sheets are to tell the truth ? This question has signifi- 
cance only if it be assumed that the purpose of the 
depreciation accounts of railroads and other public 
service companies is to record the decline in the market 
value of individual assets. But even for private business 
undertakings this is not, in the opinion of the majority 
of competent writers, the purpose of depreciation ac- 
counts. It is most certainly not their purpose in rail- 
road and public utility accounting. 

The balance sheets of public service corporations are 
not designed, as those of a merchant might be, with 
primary reference to a possible insolvency. The out- 
look to be assumed is that of continuous and permanent 
operation. Many of the parts of a public service prop- 
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erty could not be detached and sold except as scrap. 
And as for the market value of the undertaking as a 
whole, it is scarcely necessary to say that this is a matter 
of earning power, which depends upon rates and hence 
eventually upon the manner in which public control is 
exercised. It is hardly to be expected that any one will 
defend the propriety of a reserve against the possible 
depreciation of market values resulting from compulsory 
rate reductions. 

Nor are the depreciation charges on public service 
properties supposed in any way to represent a diminu- 
tion of the productive efficiency of the plant and equip- 
ment. For with replacements and repairs properly 
attended to, there. is no general decline in productive 
efficiency. Even for any individual item among the 
wasting assets the loss of productive efficiency usually 
comes as a sharp decline near the end of its period of 
life rather than a gradual deterioration spread evenly 
through its years of use. 

The depreciation to be reckoned with in the case of 
such properties is merely a phase of cost-keeping —a 
device for allocating the consumption of capital among 
the successive years. The concrete facts to be recorded 
as best they may are not the “ using up of values” 
(whatever that may mean) nor yet anything related 
to a deterioration in the service rendered, but merely 
the actual expiration of part of the aggregate probable 
period of use of the instruments of production on hand, 
and the nearer approach of the time when they will 
have to be replaced. 

Profits and interest, it is very certain, cannot be 
counted until the principal of an investment is replaced 
or provision is made for its replacement. In the case of 
a business where one item forms the bulk of the income- 
yielding assets — a steamship, a coal mine, a patent 
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right purchased at a price, for example — either enough 
must be set aside out of annual earnings to replace the 
original cost of the property when it is abandoned or 
retired, or the proprietors must be content to consider 
that their investment is being returned to them in 
instalments. If the business is to be continued on the 
same scale the replacement must, of course, be provided 
for in advance or else the proprietors must make a 
second investment equal in amount ' to the first. 

All this is elementary. It is brought into the present 
discussion merely to indicate clearly the conditions 
under which a reserve for accrued depreciation is well- 
nigh indispensable. But where a property is varied 
and no single wasting asset or group of such assets is of 
dominating importance the case has been shown to be 
different. The periods of use of the different items of 
assets overlap, so that when depreciation is charged 
from the beginning on each item, a reserve begins to 
accrue on a@ given item before the reserves accumulated 
on account of other items have been diminished on 
account of replacements. The permanent reserve thus 
created is not needed. Nothing corresponding to it 
appears in the simpler case where depreciation is regis- 
tered on some large asset representing the major part 
of the investment. It is very likely that some of its 
defenders fail to distinguish between depreciation 
charges to provide for replacement and depreciation to 
provide for liquidation — 7. e. to maintain market value. 

The fallacy in the view that the “ reserve for accrued 
depreciation ” is a necessary record of fact hinges on 
what is from the economic point of view the more or less 
accidental circumstance that the productive equipment 
of an undertaking happens to be in units of a sort that 
are defined as units by the customary categories of purchase 


1 Disregarding possible changes in the prices of capital goods. 
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and sale. In economic fact the property of a public 
service undertaking as a whole is a productive unit. 
Consider it as such, — then replacements appear merely 
as repairs necessary to keep the whole property in a 
state of efficiency. Repairs in this large sense are of 
course to be counted as operating expenses, as is true 
of minor repairs. But if such repairs are fairly regular 
in amount year by year there appears to be no inexorable 
reason why a fund to provide for them should be accu- 
mulated in advance and more especially a fund that 
will amount to much more than the actual annual cost 
of the repairs. 

But another and apparently more weighty objection 
may be brought against this denial of the inevitableness 
of the depreciation reserve. If no such reserve is pro- 
vided while the property changes from a condition of 
newness to a condition where it has on the average about 
half its original expectation of life, does this not mean 
(if the business has been profitable) that about half the 
original investment has been returned to the pockets of 
the stockholders ? And should not the amount of the 
investment as it appears in the balance sheet be written 
down accordingly ? This point is apt to be especially 
stressed by the defenders of the depreciation reserve. 

But these questions cannot be answered categorically. 
There is no necessary correlation between the mere 
aging or even the physicial wear and tear of capital 
goods and the diminution of the investment. The 
concrete facts in the case are few. When capital goods 
are installed their cost is a definite amount of invest- 
ment; when they are retired from use the investment is 
diminished by the amount of their cost, minus salvage. 
If such capital goods are replaced promptly when 
retired, is not the amount of the investment, in every 
real sense, kept intact ? 











652 QUARTERLY JOURNAL OF ECONOMICS 


The only assumption on which any other answer 
seems admissible is that in addition to repairs, replace- 
ments, and other costs, contributions to a reserve for 
accrued depreciation are contemplated in advance as 
part of the expected costs of operation and consequently 
taken into account in determining the nature and 
amount of the original investment. If the investment 
is made with this expectation, the failure to maintain 
such a reserve may very properly be said to diminish it. 

It can hardly be seriously urged that before the days 
of regulation by commissions a public service company 
ought to have decided to build up a useless depreciation 
reserve. Against such a supposition we have the known 
facts (1) that such was not the general practice at the 
time, and (2) that the trend of court decisions was to the 
effect that depreciation, even against replacement, need 
not be counted as part of operating costs.’ 

In the absence of such a reserve net profits for the 
time being * would of course have been higher than if a 
reserve had been accumulated. But to claim that this 
difference in the amount of profits represents the return 
to the proprietors of part of the principal of their 
investment is to beg the whole question. Such terms 
as “diminution of investment ’’ and “ repayment of 
principal ” are clearly defined only in the case of a 
contractual loan. In the case of a permanent industrial 
investment for profit there is no such definition at hand. 
Lacking it, we can only turn to the expectations, plans, 
and estimates of the proprietors in order to determine 
what may properly be called net income. 

To make the point clear we may take a marginal case. 
Suppose that an investment of $10,000,000 is made 


1 See H. R. Hatfield, Modern Accounting, pp. 124, 125, and cases there cited. 
2 Until the properties had hed that static dition where repl nor- 








mally balance annual depreciation, — and similarly for additions to the properties. 

















DEPRECIATION AND RATE CONTROL 653 


with the expectation of maintaining the property intact 
by all necessary replacements, but with no idea of 
accumulating a depreciation reserve. Suppose further 
that if contributions to such a reserve had, of necessity, 
entered into the calculations, the investment would not 
have been made, or, at any rate, would have been 
smaller. Can it be argued that the failure to maintain 
such a reserve is equivalent to repocketing part of the 
original investment ? 

In general, there is a reasonable presumption that the 
investments in undertakings which have not accumu- 
lated a depreciation reserve were not made with the 
expectation that it would be necessary to charge depre- 
ciation accruals to operating expenses. It follows that 
it cannot in general be presumed that the profits of such 
undertakings have contained an element which should 
unquestionably be considered a repayment of part of 
the invested principal. Accordingly, serious objection 
might properly be made to a system of compulsory 
accounts which requires that property already on hand 
be written down for depreciation, 

The control of accounting with respect to property 
acquired after the new system of accounts is introduced 
is quite another matter. These subsequent investments 
(including replacements) are made with full knowledge 
of the accounting rules in force and of the way in which 
“ profits ’”’ are to be defined and measured. Whether a 
“ reserve for accrued depreciation ” should be required 
for such property is purely a matter of public policy. 
They are not necessary to the continued and successful 
operation of the property. But there are several points 
in their favor. Such inequalities as occur in the replace- 
ment needs of successive years can be met with less 
shock. Annual profits tend to remain steadier when 
variations in replacements are largely absorbed by the 
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variation of corresponding charges to the depreciation 
account rather than being directly charged to current 
operating expenses. And in the case of possible pur- 
chase at some future time by the government the 
existence of adequate reserves against all accrued depre- 
ciation would greatly simplify the problem of valua- 
tion for sale, just as it would eliminate some of the 
difficulties that now attend the problem of valuation 
of rate control. 

From the point of view of public policy, then, the 
depreciation rules of the Interstate Commerce Com- 
mission and of the various state commissions which have 
followed its lead are in general reasonable and appar- 
ently well-advised. They seem open to criticism only 
in so far as they compel the accumulation of deprecia- 
tion charges on property acquired before the rules were 
put into operation. Under the Interstate Commerce 
Commission’s regulations such charges are handled 
differently according as the depreciation is allocated to 
the period before or after July 1, 1907. Depreciation 
accruing subsequent to that date on property then in 
existence is, of course, charged to operating expenses. 
But this amount of depreciation is, as we have seen, 
roughly offset by replacements. It is only the depre- 
ciation charged on new additional equipment during 
its first years of use and on old equipment before the 
inauguration of the accounting system that accumulates 
as a permanent reserve.' It is only the practice of 
reaching back into the past for whatever depreciation 
is supposed to have accrued before July 1, 1907, that is 
open to objection. 


1 This is of course an arbitrary division of the depreciation charges. In fact all 
depreciation accruals over and above the amount of “ realized depreciation " during a 
year accumulate as a reserve. The “ realized depreciation” is in part on equipment 
installed before July 1, 1907. But there is, nevertheless, a rough equality between the 





depreciation realized in a year and the total t of dep tion on equip it on 
hand credited to reserve during the year. 
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But even in this respect the case is less serious than 
might be supposed. During the first two years of the 
new accounting régime, it is true, all of the realized 
depreciation (cost minus salvage) on equipment retired 
seems to have been charged directly to operating 
expenses. But under the present rules that part of 
realized depreciation which is allocated to the period 
before July 1, 1907, is charged directly to profit and 
loss, and the companies have the option of charging such 
depreciation in the same manner before the equipment 
is retired. The effect of thus debiting these retroactive 
depreciation charges to profit and loss rather than to 
operating expenses is to write down the investment 
shown in the property account without providing for an 
equivalent increase in other assets. Instead the amount 
is deducted from the accumulated surplus (or added to 
the accumulated deficit) of the company. This does 
not affect annual earnings and it will not often affect 
dividends. This method of disposing of retroactive 
depreciation charges tends to bring the whole property 
account, so far as it represents wasting assets, into line 
with the new requirements. 

But it will be many years at best before the property 
accounts of most American railroads will have much 
significance, apart from that attached to their annual 
fluctuations. For railroads, as for lesser public utilities, 
the sum of permanent investments on which earnings 
are to be permitted can rarely be ascertained from the 
printed balance sheet. This being the case, there is 
no reason why either the Commission or the courts 
should consider these new accounting devices as throw- 
ing any light on the amount of the investment up to 
July 1, 1907. The retroactive part of the depreciation 
charges should have no bearing upon the valuation 
of railroad properties. In the long run there will be no 
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substantial injustice to the railroads so long as the depre- 
ciation accounts remain merely a device for helping to 
determine what portion of gross earnings shall be avail- 
able for distribution as net earnings. 
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This brings us back to our main problem. The signif- 
icance of our lengthy digression into the matter of 
accounting regulations should now be apparent. To 
diminish the valuation of a railroad or other public 
service property on account of depreciation is to assume 
that depreciation should have been charged on each 
item of plant and equipment from its first installation. 
If the accounts of the company had been subject to 
regulation from the beginning, and if the) accounting 
regulations had provided for depreciation’ charges, no 
exception could be taken to the recognition of deprecia- 
tion as an element to be taken into account in valuation. 
But in such a case valuation would be unnecessary. 
The accounts would tell the story. Lacking such 
accounts we turn, perforce, to the value (there is no 
better word) of the tangible properties as affording 
about the only available evidence of the amount of 
investment entitled to a return. If the company has 
not set apart some of its annual earnings on account of 
depreciation, shall we assume that it should have done 
so,and scale down the value of the property accordingly? 

With the exception of the St. Louis Public Service 
Commission all of the commissions that have squarely 
faced this question have answered in the affirmative. 
So has the United States Supreme Court. But the 
St. Louis Commission, in the cases previously cited,! 
has held that if replacements and renewals have been 
properly attended to, no deduction for depreciation 
should be made. To assume that a company should 


1 Supra, p. 632, note. 
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have provided for a depreciation reserve over and above 
its provision for replacements is, in effect, to assume 
that the absence of such a provision means that some 
of the investment has been returned to the stockholders 
along with their ordinary profits. To inquire into this 
last matter, says the St. Louis Commission, is virtually 
to regulate past profits — and that task it refuses to 
attempt. 

This conclusion of the St. Louis Commission is, of 
course, in line with the general results of our analysis 
of depreciation charges. The case for the position of 
the St. Louis Commission seems to be stronger, how- 
ever, if we put aside the difficult questions suggested by 
the reference to the possible regulation of past profits, 
and again recall (1) that ‘ income” and “ repayment 
of principal” are not, in fact, easily separable, and 
(2) that the expectations of the investors as to the ex- 
pense of maintaining the invested capital intact may 
properly be taken as a criterion, provided that the plans 
thus made and followed are adequate to maintain the 
productive efficiency of the plant and equipment and 
are in harmony with both prevailing business practice 
and current legal decisions. 

But the contrary view is the usual one. The opinions 
of the Wisconsin Railroad Commission may be taken as 
representative, since that body was a pioneer in this 
field and its precedents have been largely followed by 
other commissions. In one of its leading cases it has 
held as follows: 


Depreciation may be described as the amount that must be regularly 
set aside to cover wear and tear, etc., in order to keep the original 
investment intact. It is an operating expense and should be borne 
by the customers through the rates paid by them for the services 
rendered by the utility. But when depreciation is so borne by them, 
it should be set aside until needed for the renewal of worn out or 
useless parts of the plants. If under these conditions it is not so set 

















aside and used, but diverted to the stockholders for their use or 
personal benefit, this diversion is tantamount to the payment of 
dividends out of the capital. It simply means that the money 
contributed by the consumers for the upkeep of the plant and the 
investment has been paid over to the stockholders instead of being 
devoted to the purposes for which it was properly intended. It can 
mean nothing else. Since depreciation, in a sense, is intended to 
keep the investment intact, it necessarily follows that by turning 
it over to the stockholders, a part of their capital is in reality 
returned to them, and that this, in turn, is reducing their investment 
in the plant. Since their investment is thus reduced, it would also 
seem that there should be corresponding reductions in the amount 
upon which the rates paid by the consumers are based. There would 
certainly seem to be instances where no other course would be 
equitable all around, unless the capital that has thus been with- 
drawn by the stockholders is restored to the depreciation fund. 
Investors no more than any one else can both eat their cake and have 
it. Equal justice between investors and customers requires that 
under normal conditions the rates paid by the latter should be high 
enough to meet all reasonable costs and to keep the investment 
intact. Under such conditions justice also requires that the 
amounts thus paid by the customers should be devoted to the pur- 
poses for which they were properly intended. Deviations from this 
should not, as a rule, become a charge against the consumers. Ifthe 
stockholders, instead of keeping up the plant, have appropriated 
for their own use the money contributed by the consumers for this 
purpose, the amount so appropriated should either be returned to 
the depreciation fund or deducted from the valuation upon which the 
rates are based.! 
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This argument begs the question. It assumes that 
unless a useless depreciation reserve is accumulated, 
money contributed by consumers has been put into the 
pockets of stockholders as a virtual repayment of some 
of the capital originally invested. We have seen that 
such an assumption is unwarranted. Further examina- 
tion of the opinion of the Wisconsin Commission in the 
same case shows that that Commission was confusing 
depreciation for replacements with physical deprecia- 
tion as measured by the lapse of time. The opinion 
states that “‘as depreciation is constantly going on, 


1 Hill v. Antigo Water Co., 3 W. R. C. R. 641. 
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the charges by which it is covered should also be regular. 
That is, a sufficient amount of money should be set 
aside each year to cover the cost of replacing each part 
of the plant as it becomes useless or unfit for further 
use.’ Evidently the Wisconsin Commission regards 
depreciation sufficient to cover replacement as entirely 
adequate. It fails to see that if a public service prop- 
erty has been properly maintained, all depreciation 
necessary to replacements is automatically absorbed 
by replacements and renewals themselves, and that the 
further accumulation of a depreciation reserve, useless 
for replacement purposes, is a burden which it is neither 
necessary nor just to assume should have been self- 
imposed by the companies. 

Further inconsistencies are found in other opinions 
of the Wisconsin Commission. Thus we find in the 
case of State Journal Printing Co. v. Madison Gas and 
Electric Co.:'! “In the long run the total renewals 
should amount to the total depreciation, but for any 
given period there may be wide differences between 
them. During the earlier years of the life of the plant 
the depreciation is likely to be the greater. During 
some at least of the subsequent years the renewals are 
apt to be the greater.”” Not only this definite state- 
raent, but the general run of the opinion in the case, 
indicate that the Wisconsin Commission seems to think 
that a depreciation reserve is something which will 
sooner or later in the normal course of events be needed 
for replacements or renewals. We have seen that such 
is not the case. The Wisconsin Commission’s decisions 
on this matter can be given little weight, for they are 
based upon an erroneous conception of the facts. In 
a more recent case? the same Commission says, “‘ the 


14W.R.C. R. 560. 
2 King v. Wisconsin Telephone Co., 10 W. R. C. R. 521. 
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depreciation reserve should ordinarily be sufficient to 
provide for wear and tear, obsolescence, and inade- 
quacy,” but in their actual valuation work the Com- 
mission insists that the depreciation reserve shall in 
effect be much larger than this—larger in fact by 
practically the whole amount of the sum deducted from 
the valuation on account of “ depreciation.”’ 

In the decisions of the Supreme Court we find pre- 
cisely the same inconsistencies.' In its first definite 
pronouncement on this point * the Court held: ‘‘ The 
cost of reproduction new is one way of ascertaining the 
present value of a plant like a water company, but that 
test would lead to obviously incorrect results, if the 
cost of reproduction is not diminished by the deprecia- 
tion which has come from age and use.” But it is 
important to know the reasoning on which this con- 
clusion rested. This is given in another part of the 
opinion: 


A water plant, with all its additions, begins to depreciate in value 
from the moment of its use. Before coming to the question of profit 
at all the company is entitled to earn a sufficient sum annually to 
provide not only for current repairs but for making good the depre- 
ciation and replacing the parts of the property when they come to 


1 Quite apart from the matter of the accuracy of the Court’s interpretation of the 
facts there is room to surmise that its decisions have been given undue weight by state 
commissions. The general attitude toward such matters taken by the Court — bur- 
dened with the duty of regarding rates established by | or commissions as 
prima facie reasonable and just — is very different from that which would naturally be 
taken by a commission, charged with the duty of doing even-handed justice as between 
public utility companies on the one hand and the consumers of their products or services 
on the other. The Supreme Court has decided merely that prescribed rates which may 
not perhaps give a fair rate of return upon values measured by cost of reproduction new, - 
without allowance for depreciation, are not on that account so surely and definitely 
confiscatory that they must be declared unconstitutional. A bald declaration like 
“‘ when the estimate of value is made on the cost of reproduction new, the extent of 
existing depreciation should be shown and deducted ” (230 U.S. 457) should not be 
isolated from its proper context nor interpreted without due regard to the necessary 
difference between the factors which control the decision of the Sup Court of the 
United States in passing upon the constitutionality of state legislation and those other 
factors which should control the decision of a public utility commission in determining a 
reasonable level of rates. 








2 Knoxville v. Knoxville Water Co., 212 U. 8. 7 (1909). 
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the end of their life. The company is not bound to see its property 
gradually waste, without making provision out of earnings for its 
replacement. It is entitled to see that from earnings the value of 
the property invested is kept unimpaired, so that at the end of any 
given term of years the original investment remains as it was at the 
beginning. It is not only the right of the company to make such a 
provision, but it is its duty to its bond and stockholders, and, in the 
case of a public service corporation at least, its plain duty to the 
public. If a different course were pursued the only method of 
providing for replacement of property which has ceased to be useful 
would be the investment of new capital and the issue of new bonds 
or stocks. This course would lead to a constantly increasing vari- 
ance between present value and bond and stock capitalization — 
a tendency which would inevitably lead to disaster either to the 
stockholders or to the public, or both. If, however, a company 
fails to perform this plain duty and to exact sufficient returns to 
keep the investment unimpaired, whether this is the result of 
unwarranted dividends upon over-issues of securities or of omissions 
to exact proper prices for the output, the fault is its own. When, 
therefore, a public regulation of its prices comes under question the 
true value then employed for the purpose of earning a return cannot 
be enhanced by a consideration of the errors in management which 
have been committed in the past. 


So faz as this means that a company should not be 
allowed to add the cost of replacements to its capital 
account, it would command general assent. “ut so far 
as it means that a “ reserve for accrued depreciation ” 
should have been maintained or (what comes to the 
same thing) that public service property should be 
“ depreciated ” in a valuation, it defeats its own pur- 
poses. The gist of the argument is that depreciation 
should have been counted fronr the beginning in order 
to provide for replacements. But we have seen that as a 
rule a reserve for accrued depreciation cannot be 
absorbed by replacements. To deduct from gross 
valuation on account of depreciation is to assume 
implicitly that depreciation charges should have been 
more than adequate to cover replacement, the surplus 
being measured (in general) by about the whole amount 
of the deduction. ‘The Supreme Court has fallen into 
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the same error of fact which entrapped the Wisconsin 
Commission. The deduction for depreciation cannot 
be justified by appealing to the necessity of providing 
for replacements.' 


The present paper has been concerned only with the 
fundamental principles of depreciation as related to the 
problems of valuation for purposes of rate control. For 
simplicity’s sake the only sort of depreciation that has 
been considered is that common and universal sort 
which is measured by the approach of the time when, 
in the normal course of events, replacements will have 
to be made. And the public service properties which 
we have had in mind are sufficiently large and varied 
to give the necessary validity to the assumption that 
depreciation accruals and replacements come in fairly 
regular amounts in successive years. 

There are many cases which these general assump- 
tions do not fit and for which our conclusions have to be 
correspondingly modified. In a small railroad the cost 
of a certain bridge may be a disproportionately large 
item, and it may be impossible to replace it from earn- 
ings except by the gradual accumulation of a deprecia- 
tion reserve. In the valuation of such a railroad an 
allowance should be made for the depreciation of the 
bridge. So with small public utilities for which the 
power plant or some other wasting asset may be of 
dominating importance. But the principle of such 
exceptions is simple. 

Nothing has been said about ‘“ depreciation for obso- 
lescence.” Obsolescence is unlike depreciation by 
reason of age because it cannot be foretold in advance — 


1 In The Minnesota Rate Cases (230 U. S. 352), decided in 1913, the Court again 
ruled that allowance for depreciation should be made in a valuation based on cost of 
reproduction. In support of the ruling it merely cited the opinion in the Knoxville 
case. . 
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even as an average for a group of items. Obsolescence, 
then, is a matter of fact, not of formula. Any reserve 
established to cover losses on account of obsolescence 
is really a special contingency reserve, — more closely 
analogous to an insurance fund than to an ordinary de- 
preciation reserve. Whether allowance should be made 
for obsolescence in valuation procedure is quite a dif- 
ferent question from that which we have been con- 
sidering and its answer involves considerations that lie 
outside the scope of the present paper.' 

Summarized, our conclusions then are: 

1. If depreciation charges have not been required by 
public authority, it cannot be assumed that the pro- 
prietors of a large public service undertaking should 
have accumulated a reserve for accrued depreciation. 

2. The absence of such a reserve does not necessarily 
mean that part of the principal of the investment has 
been returned to the proprietors. 

3. In valuation for purposes of rate control no deduc- 
tion should be made on account of the depreciation of 
large and varied properties, except for depreciation 
allocated to a period in which depreciation accruals 
were regularly charged to operating expenses. 


Attyn A. Youna. 


CornEeLL UNIVERSITY. 


1 The relative merits of different methods of apportioning depreciation among the 
years of life of an item of equipment have also been passed over. For convenience it has 
been assumed that depreciation charges, if imposed at all, are to be apportidned by the 
“* straight-line method " (equal annual increments). But the argument is quite inde- } 
pendent of this assumption. 
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SUMMARY 


III. Difficulty of limiting the number and scope of trusts under a 
policy of regulation, 665.— Regulation implies fixing of prices or 
profits, or both, 668. — Difficulties of cost accounting, 670; of fluctua- 
tions in demand, 671. — Railroad regulation by the Interstate Com- 
merce Commission proves nothing for trust regulation, 672. — The 
policy a stepping stone to socialism, 675. 

IV. The alleged advantages of combinations, 677.— Desire to 
secure monopoly and promoter’s profits in fact the cause of combina- 
tions, 678. — A monopolistic combination not necessarily more efficient 
than a limited one, 679.— Inductive evidence inconclusive, 680. — 
_ General reasoning, on advantages from magnitude of operations, 685; 

from combination as such, 686; from elimination of competition, 689. 
— Monopoly tends to stagnation, 695. — Summary of conclusions, 696. 


III. Unurmate Resvuits or PERMITTING AND 
REGULATING COMBINATIONS 


In the preceding lectures (printed in this Journal for 
May, 1914) we have undertaken to show that it is 
necessary either to prohibit and destroy the trusts and 
pools or to regulate their prices and profits. Merely 
to prohibit unfair competitive methods and to deprive 
combinations of special privileges would not, in all 
probability, remove their power to extort monopoly 
prices. We further sought to show that it is possible 
to prevent the formation of combinations having 
effective monopoly power, and possible also in large 
measure to break up such combinations as already 
exist. The American people, therefore, are in a position 
to choose between the policy of regulating permitted 
trusts and pools, and the policy of prohibiting and 
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destroying them. In making this choice they must 
first consider what would be the difficulties and what 
the probable results of a policy of regulation. They 
must then consider whether the advantages of combina- 
tions from the standpoint of efficiency and economy are 
great enough to justify permitting them to exist despite 
the difficulties of regulating them. 

Few of those who have advocated the policy of per- 
mitting combinations to exist subject to regulation by 
the government seem to have given much thought to 
the magnitude of such a task, its difficulties, or its 
ultimate outcome. They have had in mind the com- 
paratively few closely knit trusts of the present time, 
or possibly only a part of those trusts. They have had 
in mind particularly the so-called “ good ” trusts with 
their alleged superior efficiency and their more or less 
reasonable policy toward the public. 

In the first place, it would be difficult to limit the 
number of trusts under such a policy. It is, of course, 
conceivable that the government should undertake to 
suppress combinations in general, while permitting a 
few particular trusts to exist. A limited number of 
trusts might be tolerated, not because of the good 
motives or exceptional ability of their managers, but 
because of special economic characteristics of the 
industries concerned which tended to make combination 
particularly economical or to make the maintenance of 
competition peculiarly difficult. ‘Such a plan would not 
necessarily lead to unreasonable discrimination between 
individuals and classes, tho to determine what were the 
extraordinary conditions justifying the existence of a 
trust would be extremely hard. If, however, the 
people once concede the right of a monopolistic com- 
bination to exist, independently of extraordinary 
conditions, a sense of justice should apparently compel 
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them to permit combinations ad libitum. What is 
sauce for the goose is sauce for the gander. Under no 
theory of justice could all the trusts heretofore organized 
be permitted to continue without granting permission 
to organize trusts in every other field. Moreover, if 
the government permitted trusts freely to organize, it 
would have to permit pools also, at least until it was 
demonstrated that the trusts had material economies 
and other advantages and that the pools had no such 
advantages. 

In the second place, it would seem that if combina- 
tions having power to restrain trade are to be permitted 
at all, they must be permitted to become as compre- 
hensive as they desire. Why should a combination 
not be allowed to take over 100 per cent of the business 
in its field quite as readily as 90 or 80 or 70 per cent ? 
Very few persons desire to prohibit combinations which 
control only a small proportion of a given industry and 
which possess no possible monopoly power; but if we 
permit that limit to be overstepped at all, there is no 
limit. 

One can only speculate how numerous and how com- 
prehensive the trusts and pools would become if the 
policy were adopted of permitting them freely but 
subjecting them to regulation. Presumably the dis- 
inclination to submit themselves to government regu- 
lation would prevent business men from forming 
combinations as universally as they would if combina- 
tions were permitted without regulation. It is quite 
possible that the field of combination would become 
immensely great. In all probability it would become 
far greater than at present. Beyond question, more- 
over, every combination, unless prevented by the 
government, would take in just as large a proportion 
of the trade as could be persuaded to enter it. In many 
cases this would mean the entire trade. 
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If combinations were freely permitted and no limit 
placed upon their magnitude, neither actual nor poten- 
tial competition would be an adequate check upon 
prices and charges for service. This was, I think, 
sufficiently demonstrated in the first lecture. Govern- 
ment regulation would unquestionably be necessary. 

Some have suggested that regulation would be com- 
paratively simple. Good trusts would be left alone 
and only bad trusts interfered with, and the fear of 
government intervention would make most of the trusts 
good. The government, some seem to think, could 
let the trust go its own way until it was proved to have 
become extortionate or to have used unfair competitive 
methods, and could then step in and punish its officers, 
or suspend its right to do business for a season, or even 
dissolve it altogether. Such a course is fundamentally 
inconsistent with the principle of permitting combina- 
tions at all. How is the trust manager to know in 
advance what prices or what practices will be adjudged 
so unreasonable as to call for criminal prosecution ? 
What advantage would there be in breaking up a trust 
the first time it went too far, if another trust could be 
formed in its place the next day ? It would be intoler- 
able to the users of the products or the services of a 
trust to stop its business, even temporarily, as a punish- 
ment for unreasonable prices or unfair methods of 
competition. A good trust may become a bad trust 
overnight. Shall it be a lawful organization today and 
an outlawed wreck tomorrow? Regulation of com- 
binations implies continuity of the combinations. 

Even if the government adopted the policy of punish- 
ing trust managers or breaking up combinations, as a 
penalty for extortionate prices and unfair practices, it 
would require almost as thoro and continuous investi- 
gation and quite as difficult judgment on the part of the 
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government to determine when to inflict such penalties 
as to determine the proper prices and practices for the 
future. It would be most unjust to take drastic action 
against a trust or its managers without possession of 
most detailed knowledge of all the conditions. 

In its very essence, however, regulation implies, not 
punishment of past action, but prescription of future 
action. This means simply that the government, if it 
undertakes to regulate the trusts and combinations, 
will ultimately have to fix their prices or limit their 
profits, or both. After all, the one thing in which the 
general public is interested is the reasonableness of 
prices and charges.. The prevention of combinations 
in restraint of trade and of unfair competitive methods 
are not ends in themselves. There is no way to insure 
reasonable prices under monopoly except to restrict 
them, — to fix them outright, or to limit the profits in 
such a way as to remove the incentive to unreasonable 
prices. 

If the government enters upon the policy of fixing 
prices and profits strictly, ought it not to go a step 
further and guarantee to the combinations a permanent 
monopoly, protecting them against competition? It 
’ has long been urged by the owners of railroads and other 
public service industries that justice to investors 
demands protection against competition as a concomi- 
tant of regulation of rates and charges. The public 
has been gradually coming to accept this view. If for 
a series of years the investor in trust securities has had 
his profits held down to a low percentage by govern- 
ment regulation, it is hardly fair for the government to 
permit those profits to be still further lowered, perhaps 
wholly destroyed, by the advent of a competitor. 

Whatever might be the outcome of government 
regulation in this respect, there can be no doubt of the 
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immense difficulty of just and efficient regulation of the 
prices or the profits of industrial combinations. As 
already shown, the field to be covered by regulation 
would probably be exceedingly wide and diverse. The 
federal government and the states would have to 
maintain elaborate and powerful machinery to control 
the combinations. The task of regulation could not 
possibly be left to the courts, lacking as they are in the 
necessary machinery for investigation and occupied 
as they are with many other duties. 

Consider for a moment the nature of the task which 
would confront such an administrative body. In the 
first place, it would have to possess at all times detailed 
information regarding all the concerns under its juris- 
diction. It could not rest content with making special 
investigations from time to time on its own initiative or 
on complaint. Railroad rates and the charges of public 
service corporations are ordinarily comparatively stable, 
and properly so; but the prices of many other com- 
modities, if not of most, are necessarily variable. The 
costs of materials may change greatly and rapidly. The 
conditions of demand are changeable. Grave injury 
might be done to the public during the time required for 
securing information on which to base action if such 
information were not continuously in the possession of 
the regulating authority. Even annual reports would 
not always be adequate; quarterly or monthly data 
might be required. 

In the second place, the amount of detail involved 
would be enormous. A proper fixing of prices would 
require complete knowledge of the costs of production 
and of the amount of investment. In order to make 
sure of obtaining accurate information, the government 
would have to prescribe the methods of accounting. It 
would be impossible to prescribe uniform methods, as 
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is done by the Interstate Commerce Commission in the 
case of the railroads. The bewildering variety of con- 
ditions in the different industries would have to be 
provided for. On the basis of accounting methods 
thus prescribed, detailed reports would have to be 
made to the government and these would have to be 
scrutinized and studied with utmost care. The federal 
government particularly would have to employ a vast 
corps of expert accountants, statisticians, and specialists 
familiar with the peculiar conditions in the different 
industries. 

The difficulties of cost accounting are so great that 
many even of the largest business concerns have found 
it impossible to ascertain the costs of their products on 
scientific principles, or at any rate have considered it not 
worth while to incur the necessary expenses for that 
purpose. The business concern can get along without 
accurate knowledge of its own costs. Its prime interest 
is in demand and in profits. The government, however, 
in fixing prices, must know all about costs — both oper- 
ating costs and capital charges. They are the very 
things which primarily determine the reasonableness of 
prices. The limiting of profits would require somewhat 
less detailed information than the limiting of prices, but 
would still require a vast mass of data. 

In the third place, the determination of costs and of 
investment for the purpose of fixing prices or profits 
would involve immensely difficult problems of judg- 
ment. The judgment of the regulating body would be 
constantly challenged by the combinations and the 
probable result would be endless litigation. The proper 
allowance for depreciation and obsolescence, the proper 
apportionment of overhead charges among different 
products and services, the proper methods of valuing 
the different elements of investment,— these and 
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similar matters would have to be passed upon by the 
regulating authority. Such problems are difficult 
enough as they confront the Interstate Commerce Com- 
mission, which has to deal with one kind of business 
only. They would be far more difficult for a body deal- 
ing with multifarious combinations in widely differing 
industries. 

Even if the regulating authority should succeed in 
working out a satisfactory determination of costs of 
production and value of investment, it would still be 
beset with troubles in fixing prices or limiting profits. 
Demand for goods is variable even in non-competitive 
industries. Even if the combinations should be pro- 
tected against competition from domestic concerns, 
foreign concerns would have to be reckoned with. 
Unchanging prices or prices bearing an unchanging 
relation to costs would not be practicable in mining, 
manufacturing and mercantile business. A combina- 
tion might at times be justified in reducing prices and 
consequently profits below a normal level in order to 
stimulate demand and keep its force employed, or in 
order to meet foreign competition. The government 
would have then to determine to what limit prices or 
profits could subsequently be advanced in order to offset 
these reductions. In other words, the government 
would be dealing with a constantly changing problem of 
demand, just as the manager of any private business 
does. Particularly difficult would be the fixing of 
proper prices for products produced at joint cost. 
Take petroleum, for example. A wide variety of com- 
modities are derived from the one raw material, crude 
oil. Some of these are in so little demand that they 
must be sold for less than the price of crude oil itself. 
Others are in great demand and can be sold for high 
prices. It is impossible to use cost as a basis for deter- 
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mining prices of the specific products. The relative 
demand for the several products varies from day to day. 
For a regulating body to determine the proper relation- 
ship of the prices of these joint products is virtually 
impossible. This and several other important indus- 
tries would have to be regulated, if at all, by limiting 
profits rather than prices. 

It is sometimes suggested that the same problem of 
joint costs confronts the Interstate Commerce Com- 
mission with respect to the relative freight rates on 
different commodities. It should be noted, however, 
that after making due allowance for actual and measur- 
able differences in the cost of transporting different 
commodities, the Commission could, without actually 
destroying railroad business, fix precisely the same rate 
per unit for every class of commodities. Such a policy 
is by no means unthinkable and might be better than 
the often extraordinary differences which now exist. 
For petroleum products on the other hand — and the 
same is true of a good many other products similarly 
produced under joint cost — flat prices would be 
absolutely impossible. Furthermore, it cannot be said 
that the Interstate Commerce Commission has satis- 
factorily solved the problem of fixing relative rates on 
different commodities. It has in fact left that problem 
almost untouched, and if it ever does enter seriously 
upon it, the Commission may find difficulties practically 
insuperable. 

One could continue almost indefinitely setting forth 
the complexities and difficulties of government regula- 
tion of the prices and profits of combinations. Most 
people feel that for the government actually to fix 
definite prices for a multitude of industries, or even to 
limit their profits specifically, would be impracticable. 
Many advocates of government regulation hope some- 
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how to get along in a more rough and ready manner. 
They vaguely contemplate a vague form of regulation. 
They expect the government to exercise a general 
restraining influence, to intervene occasionally and to 
render its judgments in a more or less hit and miss 
fashion. They hope that with the hand of the govern- 
ment resting upon them, as it were, in a general sort of 
way, and with potential competition also exercising 
some restraining influence, the combinations for the 
most part will behave themselves decently. They 
count upon the alleged superior efficiency of the trusts 
in production and marketing to counterbalance the 
ineffectiveness and incompleteness of regulation. 
Doubtless we could get along after a fashion with 
such a superficial form of regulation as this. It would 
be difficult, however, to prove that the public would be 
any better off under such a régime of half-regulated 
monopoly than under a régime of competition enforced 
as well as possible by laws against combinations and 
monopolies. Remove once the fear of penalties or of 
dissolution, and the combinations would always be 
crowding the limit of public tolerance. On the average, 
and in the long run, their prices and charges might not 
be greatly above a fair level, but they would almost 
certainly be somewhat above that level. Combination 
must be proved decidedly more efficient than competi- 
tion before the people would be justified in trusting 
trusts under any but most rigid government control. 
The work of the Interstate Commerce Commission 
in regulating railroads is often held up as demonstrating 
the practicability of successful government regulation of 
trusts. It has already been shown, however, that the 
regulation of trusts would be a much more complex 
task than the regulation of railroads. Moreover, with 
all due respect to the great intelligence and fairness 
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with which the Interstate Commerce Commission has 
discharged its duties, we may yet question whether the 
ability of the Commission to regulate the railroads 
satisfactorily has been put to a final test. The Com- 
mission has thus far been concerned chiefly with the 
relationship of rates between different places. It has 
corrected many abuses in this respect, tho many still 
remain. As already stated, it has done very little to 
change the relation between the rates on different com- 
modities, a relation which is often unreasonable. The 
commission has never had to face the problem of reduc- 
ing the general level of rates for all railroads or for any 
particular railroad. The enormous increase in the 
volume of traffic during recent years would have en- 
abled the railroads to obtain altogether unreasonable 
profits under existing rates, had it not been for the 
coincidence of a great advance in the prices of commod- 
ities and in the costs of railroad operation. Had this 
not happened, the Commission would have been called 
upon to reduce rates in a wholesale manner and it would 
have found that task immensely complicated, besides 
encountering tremendous opposition from the railroads 
and the many who sympathize with them. The task 
just now before the Commission, of determining 
whether, or by how much, railroads shall be permitted 
to advance rates is a far easier task than that of 
compelling a general lowering of rates. 

Government regulation of prices and profits of private 
concerns always involves a large element of waste, of 
duplication of energy and cost. It means that two 
sets of persons are concerning themselves with the same 
work. The managers and employees of the corpora- 
tions must study cost accounting and conditions of 
demand in determining price policy. The officers and 
employees of the government must follow and do it all 
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over again. Moreover, the fact that these two sets of 
persons have different motives in approaching their 
work means friction and litigation, and these spell 
further expense. To superimpose a vast governmental 
machinery upon the vast machinery of private business 
is an extravagance which should be avoided if it is 
possible to do so. 

The policy of government regulation of industry may 
readily become a stepping stone to government owner- 
ship and socialism. The chances are strong that the 
government of the United States will take over the tele- 
graphs and telephones in the near future and the rail- 
roads within less than quarter of a century. The 
demand for government ownership of these as well as of 
municipal public utilities may come from various 
sources. If regulation by the government proves 
ineffective in securing reasonable rates and charges, 
the general public will demand government ownership. 
If regulation proves so effective as to leave only 
moderate returns to the stockholders of the corpora-. 
tions, the stockholders are likely to urge government 
purchase, which would at least assure them of a more 
certain income. In either case the excessive cost of 
government regulation will be urged as a reason for 
government ownership. In the same way, if the gov- 
ernment undertakes detailed regulation of combinations 
in manufacturing, mining and trade, there is bound to 
be a strong movement for government ownership in 
these fields also. 

Government ownership of this or that industry is not 
necessarily a bad thing. Even government ownership 
of a large proportion of the industries of the country, 
nay, even complete socialism, need not necessarily 
affright us. To discuss the merits of government 
ownership would take us too far afield. It is sufficient 
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merely to point out that the people ought not to enter 
on the path of permitting and regulating combinations 
without considering the advantages and disadvantages 
of this, the possible ultimate outcome, as well as those 
of the immediate policy itself. If it could be proved 
that combination is materially more economical than. 
competition, we should doubtless be wise to say farewell 
to competition. Presumably in that case we ought to 
test thoroly the practicability of government regu- 
lation of private monopoly before proceeding further. 
The people would naturally first try the plan of govern- 
ment ownership, if at all, in limited fields, and compare 
the results with those under regulated monopoly before 
undertaking general government ownership. It is by 
no means improbable that the ultimate outcome would 
be socialism. The future is very likely to see either a 
régime of general competition — with, of course, some 
special exceptions—or a régime of universal com- 
munism. Clearly then we should be very sure of our 
ground before we take the first step toward possible 
communism. We should convince ourselves beyond 
all doubt that competition is impossible; or that, if 
possible, it is less efficient than monopoly, — not 
merely at certain times and in certain places, but 
generally and permanently, — before we tolerate wide- 
spread combination in the field of business. 

We have not referred here to the effects of regula- 
tion upon the trusts themselves. We have considered 
only the difficulties which the government would 
encounter in an attempt to regulate trusts. It is quite 
possible that regulation would largely destroy that very 
efficiency which is held up as the reason for permitting 
them to exist. The discussion of this topic, however, 
belongs more properly with the next lecture, in which the 
alleged superior efficiency of trusts will be considered 
in detail. 
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IV. Tue ALLEGED ADVANTAGES OF COMBINATION 


In the preceding lecture we have tried to show that 
regulation of the prices and profits of trusts and pools 
would involve much difficulty. Nevertheless, if it 
could be shown that combinations controlling a large 
proportion of their respective industries were necessary 
to secure the highest economy and efficiency, and 
possessed other economic advantages, the proper course 
would be to permit such combinations, while subjecting 
them to regulation. 

Claims of this sort are put forth with much vigor in 
behalf of the trusts. We are told by many that the 
trust is a natural evolution, that it is the last word in 
industrial progress, that to destroy it would be to turn 
the hands of the clock backward. Let us restrict 
monopolistic greed, they say; let us, if necessary, 
destroy the bad trusts; but let us not lose the advan- 
tages of good and efficient trusts. Some go further and 
descant on the evils, nay, the immorality, of competi- 
tion, the superiority of peace over the sword in industry 
as in international politics. War is hell; competition 
is war, say they. 

The claim that the trust possesses superior efficiency 
deserves thoro and fair consideration. The assertion 
that the desire for greater efficiency was the primary 
motive in the organization of the trusts, however, is not 
in accordance with the facts. The trust was far from 
being a natural sequence in the progress of methods of 
production. In a sense, everything that happens in 
economic history is a natural evolution. It is due to the 
working of laws. But in the sense in which trust defen- 
ders use the phrase, the trust movement in the United 
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States was anything but a natural evolution. It was 
essentially artificial. The basic motive for the organ- 
ization of most trusts was to suppress competition, to 
maintain or advance prices. Hostile criticism from 
without was met by the proclamation of other motives 
and the prophecy of other results. Within the camp, 
talk was all of the advantages of checking competition. 
That was the appeal to the owners of the concerns which 
were invited to enter the fold. That was the appeal to 
the investors in securities. Indeed, many of the leaders 
in the trust movement admitted frankly to the public — 
before the Industrial Commission of 1899, for example 
— that desire to check so-called destructive competition 
was their original incentive. 

A second important factor in the organization of 
trusts, particularly during the most active period of 
trust formation from 1898 to 1901, was the desire for 
profits of promotion and of speculation. The promoter 
with his glib tongue and glowing prospectus was very 
much in evidence. There was a craze for combinations 
among business men and investors. Over-capitaliza- 
tion was a practically universal feature of the corporate 
combinations of this period. Over-capitalization was 
designed in part to conceal from the public the profits 
of operation. Even more, its purpose was to help pro- 
moters unload properties upon the investing public at 
high valuations. 

The fact that the trust movement was largely based 
on illegitimate motives and fostered by artificial 
methods does not demonstrate that trusts are dis- 
advantageous to the general public, but it should at 
least dim the halo of sanctity with which some seek to 
surround them. It places them on the defensive. 

The main argument in favor of the trusts, their 
supposed superior efficiency and economy, can scarcely 
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be advanced in behalf of the pools. To affect costs 
materially, the combination must control fully all the 
operations of its constituent concerns. This the pool 
does not attempt todo. In fact, very few of the advo- 
cates of trusts attempt to defend pools. Yet should 
the policy of permitting combinations to exist be 
adopted, it would be found difficult, constitutionally 
and practically, to draw a rigid line between permitted 
trusts and prohibited pools. 

Most of the discussions of trust efficiency, whether 
based on statistics and other facts of experience or 
on general reasoning, do not go to the true issue and 
therefore do not prove anything. It has been assumed 
that to show that a great combination of plants is more 
efficient than a single plant is to show the desirability of 
trusts. Far from it. The advocate of trusts must 
prove further the superiority of the trust — that is, the 
combination sufficiently comprehensive to possess or at 
least to threaten monopolistic power — over the smaller 
combination possessing no possible monopolistic power. 
He must show either that combinations increase in 
efficiency merely with increase in magnitude, or that 
the elimination of competition itself is necessary to the 
highest efficiency. Very few propose to prohibit com- 
binations altogether; usually it is only monopolistic 
or potentially monopolistic combinations that are 
attacked. 

The investigations of trusts hitherto conducted have 
been quite inadequate to prove whether or not they are 
the most efficient organization for conducting business. 
It is sometimes argued, therefore, that the people 
should defer judgment regarding the trusts pending 
further investigation of their efficiency. Some go so 
far as to suggest that the government undertake to 
determine for each industry the exact point at which the 
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size of combinations reaches the limit of economy in 
production and marketing. It is doubtful whether 
further investigations along these lines would be 
especially instructive. Serious difficulties stand in the 
way of reaching definite conclusions from them. 

Even an effort to compare the efficiency of a trust 
régime with that of a régime of strictly separate plants 
and entire absence of combination holds little prospect 
of success. An investigation on this point might be 
undertaken in either of three ways. It might compare 
conditions in a given industry before and after the 
formation of the trust. It might compare the business of 
the trust with that of independent concerns in the same 
industry at the same time. It might compare trusts 
with independent concerns in other industries. Either 
of these methods of investigation encounters great 
obstacles from lack of cost data. So difficult is it to 
calculate costs accurately that many concerns, partic- 
ularly those operating only a single plant, have not yet 
undertaken thoro-going cost accounting. Very few, 
indeed, of the plants which entered into the trusts had 
satisfactory cost accounts before that time and such 
accounts as did exist are in most cases no longer 
accessible. 

But suppose by following the first of the methods of 
inquiry above mentioned it should be shown that, after 
taking into account changes in the prices of materials 
and in wages, a trust today was doing business more 
cheaply than its predecessor concerns ten or fifteen or 
twenty years ago. Would that prove the increase in 
efficiency to be due to combination? Efficiency has 
advanced also in industries where no combinations have 
been organized. This is the era of the cost accountant 
and the efficiency engineer. During recent years 
business men inside and outside of combinations have 
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been applying themselves to bettering methods more 
assiduously than ever before. Increased size of plants, 
larger and better machinery, better methods of organ- 
ization are characteristic of practically every industry. 
The census statistics as to the average number of 
employees and of horse power per establishment seem 
to indicate that, while increase in average size of plants 
is perhaps more conspicuous in industries where the 
trusts are prominent, there is no marked difference 
between these industries and others in that respect. 

Again, even if adequate data could be secured for an 
accurate comparison of the efficiency of a trust with that 
of its present single-plant competitors, this would not 
prove the advantage of a trust régime over a régime of 
separate plants. The inefficiency of the independent 
concerns may be due to the presence of the trust. The 
combination at its inception may have taken in all’ 
the larger and more efficient plants then existing. The 
fear of the trust, and the actual effect of its competition, 
fair or unfair, may have prevented the development of 
large competing concerns thereafter. The Standard 
Oil Company did produce more economically than its 
competitors. But who that is familiar with the out- 
rageous tactics of the Standard toward competitors can 
attribute that fact wholly to the superiority of combina- 
tion over competition ? Had no trust been formed in 
the oil industry there would certainly have developed 
by this time a number of large separate concerns, each 
with a considerable degree of integration, and with 
efficiency at least not greatly inferior to that of the 
Standard Oil Company. 

In a few industries — the steel industry, for example 
—there are today comparatively large single-plant 
concerns standing side by side with combinations. 
Comparisons between them and the combinations with 
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respect to efficiency would be fair. It is unfortunate 
that the Bureau of Corporations, in its desire to protect 
the privacy of business, was unable to present the infor- 
mation which it possessed about the steel industry in 
such a way as to permit comparisons of this character. 
In can only be said that its report discloses wide varia- 
tions in cost of production among the individual plants 
of the Steel Corporation itself. It is more than probable 
that some of the independent concerns are superior in 
efficiency to the less efficient plants of the Steel Corpora- 
tion, and quite likely that they compare favorably even 
with the most efficient of those plants. Such concerns 
as Jones & Laughlin, the Lackawanna Steel Company, 
and the Cambria Steel Company are not weaklings. 
They have many millions of capital and a great output. 
They practise integration of related stages of produc- 
tion to a large extent. Their plants are largely new and 
up to date. The Lackawanna Steel Company at Buffalo 
preceded the Steel Corporation in the extensive use of 
the by-product coke oven, one of the most impor- 
tant of the modern forms of economy in the steel 
industry. Blast furnaces of Jones & Laughlin are 
among the record-holders for size and efficiency. 

Finally, it is obviously very difficult to judge of the 
advantages of combination in production and market- 
ing by comparing the business of combinations with 
that of single plants in other industries. The differences 
in the subject matter of production and in the conditions 
would in most cases render such comparisons of little 
value. 

In view of these difficulties, it is certain that detailed 
investigations regarding the relative efficiency of trusts 
and single plants, even if they covered the entire field 
of industry, would result only in disagreement among 
the people as to the conclusions to be drawn. It would 
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probably be proved clearly enough that certain partic- 
ular trusts were highly efficient. We might convince 
ourselves, not only that they were more efficient than 
the best of the predecessor concerns, or than the best 
of the present competing concerns, but also that they 
were more efficient even than such individual plants 
as might have come into existence in the absence of 
combination. In other industries, however, no such 
demonstration would be possible. The investigations 
would still leave doubt as to whether the trust in general 
was superior in efficiency to the separate plant. 

But suppose, for purposes of argument, it should be 
demonstrated that in general the trust was more efficient 
than the individual plant. We should still have failed 
to show the superiority of the trust over the less exten- 
sive combination having no possibility of monopolistic 
power. That question could scarcely be attacked at all 
by statistical investigation of present or past conditions. 
The basis for comparisons does not exist. In very few 
industries did combination on a limited scale precede 
monopolistic combination on a large scale. In still 
fewer industries have there existed, side by side, a 
combination controlling the greater part of the business 
and another combination or combinations having only a 
minor fraction of the business. Comparison between 
the trust in one industry and the smaller combination 
in another industry would usually lead to no definite 
conclusions. 

The fact is that we have had comparatively little 
experience with combinations other than trusts and 
pools of a more or less monopolistic character. If the 
desire to secure increased efficiency had been the only 
motive of business men in forming combinations, we 
might have witnessed a large number of combinations 
having no controlling proportion of the business in their 
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respective fields. But since the main object was to 
suppress competition, combinations of a more compre- 
hensive character sprang at once out of the régime of 
separate plants. 

There is no objection to further investigation regard- 
ing trust efficiency, provided it is not made an excuse 
for deferring action as to the dissolution of trusts. A 
wide-reaching investigation of trust efficiency would 
require not less than ten years. Every year that trusts 
are permitted to continue renders it more difficult to 
restore competition among their constituent concerns. 
The officers and managers year by year become more 
accustomed to working together; the organization year 
by year becomes more welded into an inseparable unit. 
The shock to business from breaking up combinations 
also will become more severe the longer it is deferred. 

Since there are thus no adequate existing data on 
which to base conclusions as to the advantages of trusts 
from the standpoint of efficiency, we are forced to fall 
back upon general reasoning. The theoretical advan- 
tages claimed for the trusts by their defenders naturally 
fall into three groups— those attributable to mere 
magnitude, those attributable to combination of sepa- 
rate plants, and those attributable to the elimination 
of competition. The failure to make this obvious 
classification is the source of much fallacious thinking. 
Only advantages of the third class can properly be put 
forward as directly proving the desirability of trusts 
that possess a controlling proportion of the industry in 
which they are engaged. 

The following are some of the advantages claimed for 
trusts which, so far as they exist at all, exist solely by 
reason of the magnitude of their business. 

1. Command of the largest and most efficient units 
of production — buildings, power plants and machinery. 
































THE TRUST PROBLEM ; 685 


2. Command of large liquid capital and credit, enab- 
ling the concern to meet emergencies and to take advan- 
tage of special opportunities. 

3. Command of superior administrative and technical 
ability. 

4. Economy in the purchase of raw material and 
supplies in large quantities. 

5. Distribution of administrative and other overhead 
expenses and of selling and advertising expenses over a 
large output, thus reducing unit costs. 

6. Practicability of introducing efficient accounting 
systems too expensive for smaller concerns. 

Any concern, if sufficiently large, can possess all these 
advantages. Magnitude of operation is purely a 
relative term. In minor industries, only a concern 
which has the greater part of the entire business can be 
considered large. In great industries the concern 
which has only a small fraction of the business may 
possess millions of capital, a vast plant and an army of 
employees. No one would think of denying that large 
scale operation has advantages over small scale opera- 
tion. It does not follow that an industrial combination 
controlling the major part of a business will, by reason 
of size alone, be more efficient than a less extensive 
combination or even than a single large plant. Effi- 
ciency does not increase proportionately with size. It 
has been learned by the experience of business men that 
when the individual plant passes beyond a certain size, 
it ceases to gain in efficiency. The same causes which 
make this true of the individual plant apply to the com- 
bination of plants as well. There may be advantages 
from combination as such or from monopoly as such, 
but the advantages of mere magnitude have their 
limits. Moreover, when size passes beyond a certain 
point, it may even lessen efficiency. The unwieldiness 
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of a vast organization, the difficulty of securing coépera- 
tion among its parts, the impossibility of personal 
oversight by the master mind — these are disadvantages 
of excessive magnitude. 

There may be some industries in which, from the 
standpoint of magnitude alone, the greatest efficiency 
would lie in a concern controlling virtually the entire 
business. There is little ground for believing that this 
is the case in the great majority of industries. At any 
rate it is utterly impossible, by general reasoning or by 
statistical investigation, to prove that it isso. Indeed, 
it would seem that in most industries a concern having 
even as much as half of the total business would, in 
respect to those elements of efficiency now under con- 
sideration, have no superiority over a somewhat smaller 
concern. 

Another set of advantages claimed for trusts rests upon 
the fact of combination as such. These supposed advan- 
tages result from the assemblage of separate plants under 
a single control. They are not dependent on the elimina- 
tion of competition. Among these are the following: 

1. Use in all plants of the best methods and devices 
discovered in any one plant, comparative cost account- 
ing rendering it possible to determine which are, in fact, 
the best. 

2. Rivalry between the managers of different planis, 
stimulated by comparative cost accounts and other 
comparative data. 

3. Saving in cross freights by shipping from the plant 
nearest to the desired destination. 

4. Integration of industry — that is, the conduct of 
successive or related processes under a single manage- 
ment. 

Combination undoubtedly does have its advantages. 
But combination, like magnitude, is a relative matter. 


























THE TRUST PROBLEM 687 


In a minor industry a combination of even a few plants 
may mean the bringing together of the larger proportion 
of the business. In another industry a combination 
including a considerable number of plants may have but 
a fraction of the total business. Any combination of 
plants, however few, can obtain the advantages specified 
in some degree. Just as economies of magnitude do not 
increase proportionately with magnitude, so economies 
of combination do not increase proportionally with the 
number of plants combined. There is a limit beyond 
which the addition of plants brings no further economy. 
Just where the limit is can be proved neither by abstract 
reasoning nor by statistical investigation. It is dif- 
ferent in different industries. There is little reason to 
believe that in most industries a combination controlling 
the entire business would be appreciably superior, with 
respect to the elements of efficiency above mentioned, 
to a combination having a minor fraction of the business. 

Take, for example, the matter of cross freights. In 
some industries freights are not an important element 
of expense. In others the location of materials, or of 
consuming markets, or like conditions, make it impos- 
sible to locate plants with a view to saving freight either 
on materials or products. There are, however, a good 
many industries in which scattered plants competing 
with one another incur much needless expense in trans- 
portation. In such industries a combination by ship- 
ping from the nearest plant could éffect material savings. 
It does not follow that a combination of all the plants 
in the country could save more than a combination of a 
moderate number of well distributed plants. 

Where an industry derives peculiar advantages from 
the integration of successive and related processes, 
combination on a large scale may be essential to the 
full realization of economies of this character. If in a 
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single one of the related branches of business the greatest 
efficiency requires the handling of a large part of the 
total business by a single organization, then it may be 
advantageous for the combination to conduct other 
branches of the business on a corresponding scale. 
There are, however, very few industries in which suc- 
cessful integration requires the control of the major 
part of the business by a single combination. In a good 
many instances a concern that has not more than a 
single plant engaged in each of the different stages of 
production has been able to secure an efficiency at least 
closely comparable with that of a wide-reaching com- 
bination. This is the case, for example, with several 
independent concerns in the steel industry and even 
with some of the recently developed independent 
concerns in the oil industry. 

There is another economy sometimes claimed for the 
combination of separate plants, namely, that it is able 
to close down the inefficient plants and concentrate 
business in the largest and most modern. This, how- 
ever, is not an advantage to the public. No combina- 
tion, unless with monopolistic intent, would take in 
inefficient plants. The fact that a good many trusts 
have, shortly after their organization, dismantled 
numerous plants is proof simply of their monopolistic 
purpose. Under a régime of competition the inefficient 
plant will in due time be forced out of business and the 
public will no longer be burdened with supporting it. 
When a combination takes in an inefficient plant and 
dismantles it, the public pays the bill, provided the 
combination succeeds in obtaining a sufficient degree of 
monopoly power. The combination either charges 
prices high enough to enable it to write off the cost of 
such a plant out of its profits, or that cost is permanently 
represented by securities on which dividends are 











THE TRUST PROBLEM 689 


expected to be paid. A combination which takes in a 
limited number of selected, efficient plants is in this 
respect far more conducive to economy than a monopo- 
listic combination. 

It thus appears probable that the economies claimed 
for the trusts could, in many if not most industries, be 
secured in approximately equal measure without per- 
mitting combinations sufficiently comprehensive to 
possess any approach to monopoly power. There 
remain those alleged economies of trusts which arise 
not from mere magnitude or from mere assembling of 
separate plants, but from the elimination of competition. 
These require more thoro consideration. They are few, 
namely: 

1. Prevention of needless duplication of plants. 

2. Elimination of that part of the cost of selling goods 
which results from the effort to secure business at the 
expense of competitors. 

3. Elimination of waste due to irregularity of opera- 
tion, and of the losses of so-called destructive competi- 
tion. 

Let us take these up in order: 

1. It is contended that competition leads to excessive 
investment of capital, to the erection of plants with a 
capacity in excess of the needs of the country. This 
is true only in a very limited degree of ordinary mining, 
manufacturing, and commercial business. Such busi- 
ness differs radically from the’so-called industries of 
increasing returns, such as transportation. In order 
that there shall be any rail transportation between two 
points, it is necessary to build a track which may have 
more than capacity enough for all the traffic. Under 
such conditions, the one railroad can increase its busi- 
ness without corresponding new investment. In fact, 
up to a certain limit, even the operating expenses of a 
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railroad do not increase proportionately with volume 
of business. The building of a second railroad under 
the conditions mentioned would mean unnecessary 
duplication of capital and perhaps also of the operating 
expenses. 

In the case of the ordinary manufacturing industries 
it seldom happens that a single plant, however large, 
can supply the entire demand of the territory to which 
it has natural access. The construction of a second 
plant usually does not mean needless duplication of 
investment. The aggregate capacity of all plants is 
not likely to exceed materially the demand in times of 
prosperity. The desire of each competitor to be ready 
to get as large a share of the trade as possible may lead 
to some excess in plant capacity, but not to a great 
excess. Moreover, in manufacturing industries, even 
if there be some excess of plant capacity, operating 
expenses are not likely to be materially augmented. 
The plant working at less than full capacity can lessen 
its force more or less proportionately. Operating 
expenses vary fairly closely with output. 

It must not be forgotten that the great majority of 
the industries of the country are steadily and rapidly 
growing. In industries where trusts are powerful, as 
well as in other industries, additional plant capacity is 
constantly being constructed, and additional working 
force taken on. Even if it were not for the growth of 
demand, the improvements in methods of production 
would necessitate the construction of new plants. The 
older and less efficient plants in a manufacturing indus- 
try ought not to be taken into account in judging the 
relation of plant capacity to demand. 

The reasoning as to duplication of plant capacity 
which applies to manufacturing industries applies as 
well to mining and to mercantile business. There are 
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a few manufacturing industries in which it is customary 
for the manufacturer to conduct also some special form 
of transportation. Ecomony in such transportation 
may demand that duplication of plant be avoided, — 
that there be monopolistic operation. If the transporta- 
tion business cannot be divorced from the manufacture, 
or subjected to separate regulation, monopolistic opera- 
tion of the manufacturing business as well may be 
unavoidable or at least advantageous. For example, 
the Standard Oil Company and other leading refiners of 
petroleum operate pipe lines for transporting crude oil 
and also tank cars and tank wagons for delivering 
refined products. Needless duplication of plants and 
of operating expenses may be involved in competition 
in these two branches of the oil industry. Unless they 
can be divorced from the refining business proper, it 
may prove necessary to tolerate monopoly in petroleum 
refining. It has been proposed to require the owners 
of pipe lines, be they refiners or others, to transport oil 
as common carriers at reasonable charges to be fixed 
by the government. There are serious technical diffi- 
culties in the way, but it is probable that they could be 
overcome by special methods of government regulation. 
Whether it would be possible to manage the tank 
wagon delivery business in a similar way is more doubt- 
ful. Were it not for the extraordinary difficulty of 
regulating the prices of refined petroleum products, 
arising from the fact of joint cdst, a simpler way of 
avoiding the evils of monopoly in the oil industry might 
be through such regulation of prices. Regulation of 
profits may be the most feasible plan of meeting the 
situation. 

The Steel Corporation is also engaged in transporta- 
tion. It operates railroads which to a large extent are 
patronized by its competitors, and it operates steam- 
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ships. To require the Steel Corporation to divest itself 
of its railroads— at least the more important lines which 
competitors may have occasion to use — would not 
materially lessen the efficiency of the integration 
secured by that corporation. Nor would there be any 
serious difficulty in effectively regulating the charges 
of such railroads if left in the control of the Steel 
Corporation. At any rate, the element of transporta- 
tion in the steel industry is not a factor necessitating 
or justifying a combination of steel manufacturing 
plants of sufficient size to possess any approach to 
monopoly power. 

2. It is contended further that competition means 
large waste in selling expenses, due to the endeavor of 
business concerns to wrest trade from one another 
through solicitation and advertising. This is doubtless 
true in some industries, but it is by no means equally 
true in all. Where the products of an industry are 
standard in character, are in steady demand, and are 
marketed through large middlemen or to large individ- 
ual consumers, even the most vigorous competition in 
pushing the sale of goods involves no very great expense. 
In the case of certain other industries, heavy selling 
and advertising expenses are considered necessary by 
business men merely for the purpose of stimulating 
demand and regardless of competition. Concerns 
which have virtually a monopoly often spend great sums 
in advertising their wares. However, it must be ad- 
mitted that in a good many industries competition in 
selling does mean some economic waste. The advan- 
tage of eliminating such waste can properly be set 
against the disadvantages of monopolistic control. 

However, needless expense in selling goods is likely 
sooner or later to be reduced by informal understandings 
not amounting to monopolistic agreements. As the 
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competing concerns become larger and more efficient in 
production, their managers are likely to see the absurdity 
of trying to get all the trade away from one another. 

3. Finally, it is contended that uncontrolled competi- 
tion results in irregularity of consumption and conse- 
quently in irregularity of the operation of plants, which 
tends to increase costs as well as to injure the working 
classes and to disturb business generally. The most 
common illustration used to support this contention is 
that of the steel industry. It is urged that when by 
reason of active competition, prices are particularly 
low, the consumers of iron and steel and their cruder 
products buy excessive quantities and so discount their 
future needs as subsequently to result in very light 
demand. The plants in the industry, after being 
worked to their utmost capacity, may have to drop a 
large part of their force or even close altogether. Such 
irregularity in production is uneconomical. It has 
been maintained that the greater steadiness of prices 
since the organization of the United States Steel Cor- 
poration not only has tended to cheapen production 
but has heen beneficial to consumers and to business 
generally. 

It may well be questioned whether competition is as 
important a factor in causing irregularity of consump- 
tion of steel products as is sometimes supposed. The 
consumption of many of the mgre important products 
of iron and steel is necessarily variable. Those prod- 
ucts are used primarily in the creation of new capital 
goods. The desire of men to invest in new capital 
goods varies greatly with the general conditions of 
prosperity or depression in business. The policy of 
the Steel Corporation in recent years has had less to do 
with the steadiness of demand for steel than the rela- 
tively continuous prosperity of the country. 
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If it were possible for trusts, when subjected to strict 
regulation by the government, to adjust supply accu- 
rately to demand, and to cause demand itself to be 
more steady, that fact would constitute an argument 
of considerable force in behalf of the policy of permitting 
trusts to exist subject to regulation. As already sug- 
gested, however, the task of the government in regulat- 
ing prices for an industry subject to variable demand 
would be extraordinarily difficult. The efforts at doing 
so would probably prove far from successful in bringing 
about steadiness of production. 

The argument with regard to the effect of competition 
in causing irregularity of consumption and of production 
is often extended further. It is urged that competition 
in modern industry tends to become so fierce as to 
destroy capital. So-called destructive competition, it 
is claimed, may bring even the most efficient concerns 
to bankruptcy. Such a result not only injures inves- 
tors, but at least sometimes means actual waste of 
capital, and therefore, in the long run, injures consumers 
as well. Indeed, some believe that pools, tho possess- 
ing few advantages with respect to efficiency of produc- 
tion in other respects, are justifiable as means of 
preventing the losses of destructive competition. 

The subject of destructive competition has been 
discussed in the second lecture with reference to its 
influence in driving concerns into combination. It was 
there shown that, in the great majority of manufactur- 
ing industries, competition is not likely to become as 
fierce as in transportation industries. The principle 
of increasing returns, which tends peculiarly to cause 
bitter competition, has little application in manufac- 
tures. The concern which finds current business 
unprofitable usually restricts its output or stops it 
altogether, looking to the time when the increase of 
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demand will again render the business of the plant 
profitable. It does not go on cutting prices until forced 
into bankruptcy. 


Against these alleged advantages of monopolistic 
combination must be set the tendency of monopoly to 
lessen efficiency and retard industrial progress. It is 
generally recognized that the possession of a monopoly 
tends strongly toward stagnation. Competition is a 
powerful spur to efficiency. The competitor who would 
not go to the wall must be ever on the alert. Inventions 
of machinery and improvements in methods are essential 
to successful competition. Marked as has been the 
progress in the railroad business of the United States, 
there is much reason to believe that American railroads 
have made less progress during the last decade or two 
than most American manufacturing industries, and that 
this is due to the comparative absence of competition 
in the railroad business during recent years. The 
relative unprogressiveness of the largely monopolized 
telegraph business in this country, at least till recently, 
has often been commented on. 

It can scarcely be proved that any of the leading 
trusts have been particularly lacking in progressiveness, 
that they have actually made fewer improvements in 
methods than have been made in industries where com- 
petition was active. Comparisons on this point are 
virtually impossible. But the’trusts have thus far been 
on the defensive both against potential competition and 
against public criticism. This defensive position has 
made them look closely to efficiency. Should the policy 
of permitting monopolistic combinations be adopted, 
there would be danger that the absence of competitive 
pressure would more than counterbalance any possible 
advantages from the elimination of competition. 
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Regulated monopoly is likely to be even less efficient 
than unregulated monopoly. The trust, if unrestricted 
in prices and profits, has at least a motive to do business 
as cheaply as possible. ‘ When, however, the trust 
anticipates that every reduction in costs may mean a 
reduction in prices, that profits resulting from increased 
efficiency may be wholly or largely taken from it by 
government regulation, even this motive tends to dis- 
appear. In the case of public service corporations 
various methods have been pursued, with more or less 
success, for securing a division of the advantages of 
increased efficiency between the public and the monop- 
oly. Should the government enter upon the policy 
of regulating the prices and the profits of trusts, similar 
methods would have to be followed as far as possible. 
Because of the multifarious character of the different 
industries, however, it would be much harder to apply 
these methods successfully to trusts than to the limited 
number of public service enterprises. 


Let us now bring together summarily the results of 
this discussion of the trust problem. We have tried to 
show that unregulated combination is dangerous to the 
public welfare. Even if they could be deprived of the 
weapons of unfair competition or of the advantages of 
natural monopoly — a thing by no means easy — trusts 
and pools would still probably possess a material degree 
of monopolistic power. It would be a dangerous experi- 
ment to remove the ban of the law from them without 
substituting effective machinery for regulation. 

We have sought to show further that it is feasible to 
prevent by law the more formal types of combinations 
and of contracts in restraint of trade. It may be 
impossible wholly to prevent informal understandings 
which in some degree restrict competition. These 
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informal understandings, however, are far less effective 
in maintaining monopoly prices and charges than formal 
combinations such as pools and trusts. 

It was pointed out that the difficulties of govern- 
ment regulation are exceedingly great. ‘The policy of 
permitting trusts to exist at all, if not restricted to extra- 
ordinary conditions, might result in the extension of trusts 
over almost the entire field of industry. It might also 
result in practically complete monopolization by each 
trust of its particular field. The determination of costs 
and of investment as a basis for the fixing of prices and 
profits over the multifarious field of industry would 
require immensely elaborate investigations and would 
involve extraordinarily difficult questions of judgment. 
Proper adjustment to the ever varying conditions of 
demand would be almost impossible. A vast govern- 
mental machinery for fixing prices and profits would 
have to be superimposed upon the machinery of private 
business. Government ownership on a vast scale or 
even complete socialism might readily be the outcome 
of this policy. 

Finally, it has been shown that many of the alleged 
advantages of trusts in efficiency could probably be 
secured in almost if not quite as great measure through 
large individual plants and through smaller combina- 
tions not powerful enough to threaten monopoly. 
While the suppression of competition itself may tend to 
bring about certain economies’ and other advantages, 
there must be set against these not only the grave 
difficulties of regulation, but the tendency of monopoly 
and of regulation itself to lessen efficiency. 

It may be granted that the data and the reasoning 
throughout this discussion have been not altogether 
conclusive. It cannot be expected that every one will 
agree with the points of view here taken. The burden of 
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proof, however, rests upon the defenders of the trusts. 
They ask us to permit the trusts to exist, whether with 
or without regulation. In this they are asking a depart- 
ure from what until very recently were universally 
considered the proper principles of law and of economics. 
Their argument is certainly no more conclusive than 
the argument of those who would suppress trusts. 

To defend big business is easy. The advantages of 
large scale production are obvious. To identify big 
business and large scale production with the trust is 
quite another thing. The glamor of the huge corporation 
with its mighty plants, its splendid organization, its thoro 
accounting system, its integration of related processes, 
must not blind us. All these are essential to progress. To 
get them we might even be willing to pay the high price 
of surrendering competition. But we must be sure that 
they can be secured at no lower price before we tender 
such a compensation, or before we even enter on a path 
which may ultimately necessitate that compensation. 

To pass from a régime of competition to one of monop- 
oly is easy. To return from a régime of monopoly to 
one of competition is immensely difficult. The Ameri- 
can people have not yet tried out fully the possibilities 
of competitive industry. It would be foolish to aban- 
don the experiment thus early in our national develop- 
ment. If we destroy as far as possible the trusts that 
now exist, if we prevent trusts and combinations from 
being formed, we shall soon see whether it is possible 
to secure real competition, and whether under competi- 
tion efficiency can reach a high point. If not we can 
readily enough change our policy. On the other hand, 
to accept the trusts today is to leap in the dark. Every 
step in that direction is difficult to retrace. The results 
of an experiment with permitting trusts freely to 
organize and with regulating them could not be deter- 
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mined for such a long period of time that the trusts 
would meantime get a grip almost impossible to shake 
off. In fact, we never could satisfy ourselves by such 
an experiment that a trust régime was more satisfactory 
than a régime of competition, for we should have no fair 
example of the working of competition under similar 
conditions with which to make comparison. 
Particularly weak would it be to allow the mere fear 
of a temporary disturbance of business to turn us from 
a safe permanent policy. The thoughtful man can have 
no patience with the complaint that the government is 
interfering with business or lowering the prices of 
securities by enforcing the anti-trust law. Suppose an 
industrial depression should be brought about ? Is that 
a heavy price to pay for protecting the decades and the 
centuries of the future against a mightly evil? Granted 
that it is uncertain whether the trust régime would be , 
a mighty evil, the mere possibility that it would prove 
such is enough to justify a present sacrifice to avert it. 
The thoughtful opponent of trusts does not urge that, 
as the phrase goes, the government should “ run 
amuck.” It need not in a year or two attack every 
combination without due inquiry as to whether it 
actually possesses or threatens monopoly power, or as 
to the manner in which it is exercising such power as 
it does possess. A policy once determined upon and 
definitely announced may be carried out with reason- 
able deliberation and consideration of all interests. 
But it is high time that an end shall be put to all doubt 
of the intention of the people. Either they must pro- 
claim their determination to maintain a régime of com- 
petition in manufactures and trade for an indefinite 
period to come, or they must promptly declare them- 
selves for the policy of regulation. The safe policy for 
today is prohibition of trusts and other monopolistic com- 
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binations. It is the vigorous enforcement of the anti- 
trust laws, aided by theprovision of expertadministrative 
machinery such as the proposed trade commission. 

Whether the ultimate policy adopted toward the 
trust be laissez faire, regulation or prohibition, we shall, 
in all probability, find it necessary to supplement the 
chosen policy by vigorous exercise of the taxing power. 
Taxation can take away a large part of monopoly profits 
andother unearned gains whether derived from trusts and 
pools, from railroads, from banking, from control of land 
and other natural resources, or from any other source. 

Direct taxation of trusts and other business enter- 
prises with a view to taking away excessive gains would 
encounter practically the same difficulties as regulation 
of prices and profits. Heavy income taxes upon 
individuals, particularly if progressive, are very hard 
to enforce. Inheritance taxes would be more feasible. 
Progressive inheritance taxes, even with rates such 
that much the greater part of the largest fortunes would 
be taken by the government, would, in the opinion of 
many thoughtful men, be neither unjust nor socially 
disadvantageous. They are defensible even when 
applied to fortunes derived from strictly legitimate 
business. Taxes of this sort might in some degree tend 
to check the accumulation of capital and to prevent the 
efficient captain of industry from exercising his talents 
to the utmost, but the effect in these directions would 
probably not be very serious. There might, too, be 
some difficulty in enforcing collection and preventing 
evasion, but on the whole the system would go far 
toward correcting that immense disparity of wealth 
and of opportunity which is the main source of social 
unrest. 

E. Dana Duranp. 
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Tue purpose of this article is to inquire into conditions 
of agricultural indebtedness in the United States, to 
indicate the credit facilities of the American farmer and 
to consider the plans suggested for their improvement. 


I. EXISTING CONDITIONS 


The farmer may need credit for: 

1. Land acquisition, through purchase or inheri- 
tance. 

2. Permanent improvements, such as buildings, 
fences, drains. 

3. Equipment, including machinery, implements, 
work animals. 

4. Working capital, including expenditures for 


fertilizer, seed, fodder, fuel, labor. 
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Credit for land and improvements is usually termed 
ownership credit; and since it is granted for a com- 
paratively long time on mortgage security, it is referred 
to as mortgage or long term credit. Working credit, 
on the other hand, since it is granted for a compara- 
tively short time, and since the personal factor is the 
chief element in its security, is referred to as personal or 
short term credit. Equipment credit, tho more like 
improvement than like working credit when viewed 
from the standpoint of production, must be classed, on 
account of its comparatively short term and the 
importance of the personal element in its security, as 
short term or personal credit. 

It may be broadly stated that previous to the last 
quarter of the nineteenth century American farmers 
felt little need of credit. They had been given their 
land by the Government or had bought it at compara- 
tively low prices. Since agriculture was extensive, 
expenditures for improvement and equipment were 
inconsiderable. The virgin soil needed no fertilization, 
and credit was seldom required except for family sup- 
plies during the crop growing period. 

The western movement, which began to assume large 
proportions about the middle of the nineteenth century, 
resulted in the opening of vast areas of fertile land 
adapted to grain growing and of free grazing land on 
which live stock could be raised at low cost. This 
resulted in a tremendous surplus of agricultural prod- 
ucts, which, owing to the development of railroad and 
ocean transportation, was thrown on the markets of 
the world,' bringing prosperity to the farmers of America 
and ruin to those of Europe. 


1 The exportation of cereals did not begin to eesume large proportions until 1855, 
but from this time until 1890 it was t Bet 1873 and 1890 the area 





under cereal cultivation doubled. From 1880 to 1890 the exports of wheat increased 
300%, while the increase of corn exports was even more marked. The exports of 
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Partly as a result of this overwhelming flood of pro- 
duction and partly on account of the speculation and 
inflation which followed the Civil War, a great increase 
in land values took place. This gave farmers a broader 
basis for borrowing and they took advantage of it to 
make improvements and to add more land to their 
farms. Tempted by the high rates of interest and 
deceived by the reported endless wealth of the new 
west, eastern and European capitalists made loans 
altogether too freely and often on the security of land 
practically worthless or located in regions of uncertain 
crops. The upward movement culminated in the early 
’90s; grain farming reached its climax and over-produc- 
tion brought the inevitable fall of prices and of land 
values. 


MortTGAGE INDEBTEDNESS 


Farmers now began to feel the burden of their great 
mortgage indebtedness, which had grown enormously 
during the preceding decade and which had been 
incurred largely for unproductive purposes.' Many 
could not pay their interest, and as it often happened 
that the selling price was less than the amount of the 
mortgage, foreclosures were common.? This collapse 
caused wide-spread discontent among the farmers and 


cereals during the decade 1880 to 1889 were three times as great as those of the 
decade 1860 to 1869. The export of livestock products increased 06% from 1870 to 
1881. The value of the exports of American breadstuffs increased from $24,000,000 
in 1860 to $288,000,000 in 1880, while the value of livestock products exported rose 
in these years from 16 million to 156 million dollars. 

1 George K. Holmes estimates that the ratio of mortgage indebtedness to wealth 
increased more rapidly from 1880 to 1890 than from 1870 to 1880, and that the debt 
limit was more nearly approached in 1890 than in 1880. Annals of American Academy, 
1894, p. 910. 

2 In Michigan, for example, there were, in 1888, sixteen hundred and sixty-seven 
foreclosures with only one hundred and thirty-one redemptions. Political Science 
Quarterly, vol. v, p. 72. 

Of agricultural !oans in Indiana amounting to one milion dollars, fifty-three per 
cent were foreclosed; and in some states, Kansas and Neb a, for i 
were much worse. Political Science Quarterly, vol. v, p. 71; ibid., vol. iv, p. 436, et seq. 
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as & consequence many investigations into conditions of 
rural indebtedness were instituted. The United States 
Census undertook for the first time an investigation of 
mortgage indebtedness. The inquiry was not included 
in the agriculture schedule, but special agents, sent to 
one hundred and two typical counties, made an investi- 
gation which served as a basis for an estimate of the 
total mortgage indebtedness of farms operated by their 
owners. This total was estimated at $1,085,995,960.' 

Prices of farm products reached their lowest point 
about 1896, but land values continued to fall until 1900. 
The low prices discouraged production, and the increase 
in cereal production between 1890 and 1900 was only 
19%, whereas there had been an increase of 34% during 
the preceding decade. In many of the great agricul- 
tural states soil fertility had begun to decline and the 
increase in production which did take place was due not 
so much to more intensive or better farming as to the 
taking up of new lands west of the Missouri.” 

The Census of 1900 did not secure data on farm 
indebtedness and there are no statistics of its movement 
from 1890 to 1900. The census of 1910 secured, on the 
regular agricultural schedule, information regarding the 
amount of mortgage indebtedness on farms operated by 
their owners. Since returns had been made for only 
75% of such farms, about 25% of this debt was esti- 
. mated. The result was a total debt of $2,293,000,000, 
— 110% greater than the debt of similar farms in 1890.* 

1 The methods by which the Census arrived at these results have been severely 
criticized, and the accuracy of the results questioned. But the writer, while fully 


appreciating the shortcomings of these statistics and of census data in general, believes 
that they are sufficiently accurate to indicate tendencies. 

2 The acreage in céreals increased 35% during this decade, while the production of 
cereals increased only 19%, whereas during the preceding decade the acreage increased 
16% and the production, 34%. 

* The statistics of 1890 are not comparable with those of 1910, since they did not 
distinguish between farms consisting exclusively of owned land and those consisting in 
part of rented land. But this difference does not materially affect the validity of the 
comparison. Thirteenth Census, vol. v, Agriculture, p. 101. 
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The question naturally arises; for what purpose was 
this huge additional debt incurred? The census did 
not inquire into the subject, but George K. Holmes 
estimates that about 64.4% ' of the total debt in 1890 
grew out of ownership, either through purchase or 
through inheritance; and he thinks that probably this 
statement is equally applicable to the year 1910. When 
land values increase, ownership becomes more difficult, 
and the increase of mortgage indebtedness is inevitable.* 
During the period 1890-1910 the value of land and its 
improvements for the country as a whole increased 
100%, and this, coupled with frequency of land transfers, 
resulted in a great increase of mortgage indebtedness. 

The farmer has also made heavy expenditures to 
raise his standard of living and has spent large sums on 
improvements and equipment and in working capital. 
The value of buildings, apart from that of the land, was 
not given by the Census of 1890, but was given in 1900 
and 1910, and comparison shows an increase of 77.8%.* 
During the same decade value of implements and 
machinery increased 68.7%, while the expenditure for 
labor increased 82.3%, and that for fertilizer, 115%.‘ 
These increased expenditures for equipment and opera- 
tion are the result of the normal development of agri- 
culture, since they arise out of a growing necessity for 
greater intensity of cultivation. Animals are of better 
quality and require better housing. More thoro 
cultivation calls for a larger expenditure for labor or 
increased employment of machinery. Declining soil 


1 Holmes, George K., Rural Credit in Business America, February, 1913, p. 126. 


* According to Trosien, the more valuable land becomes, the more borrowed capital 
is 'y for purchase, and hence the lower b the per age of own capital in 
agriculture. Trosien, Der landwirtschaftliche Kredit und seine durchgreifende Ver- 
besserung, p. 29. 


* Thirteenth Census, 1910, vol. v, Agriculture, p. 79. 
* Ibid., p. 372. 
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fertility may force the farmer to resort to artificial 
fertilizer. It is possible that these added items of 
expense may not be reflected in increased production 
and must, therefore, be wholly met out of an increase 
in prices. But should such an increase in prices not 
take place, the additional expenditures would have to be 
met out of the farmer’s capital, which must ultimately 
increase his mortgage indebtedness. That this is 
frequently the case the history of agriculture affords 
abundant evidence. A recent writer, speaking of condi- 
tions in a certain locality, says the demand for mortgage 
credit exceeds the supply, owing to the transformation 
of short term into long term loans. Trosien remarks 
that personal debts tend to become mortgage debts, 
while second mortgages often arise from the capitaliza- 
tion of unpaid interest on the first.'_ Consolidation of 
past debts is given as the greatest cause of mortgage 
indebtedness in Saskatchewan.? In the United States, 
undoubtedly, no inconsiderable part of the indebtedness 
incurred through these expenditures has been converted 
into mortgages; and this, therefore, may be considered 
as one of the causes of the increase of mortgage indebt- 
edness. But the fact should not be lost sight of that 
during the period under consideration there has been 
an enormous rise of prices, which has not been taken 
advantage of to reduce mortgage indebtedness or pre- 
vent its increase or to stimulate production. After 
due allowance has been made for the growing difficulties 
in the way of declining soil fertility and the like, the 
fact remains that there has been an enormous expendi- 
ture which should be reflected in increased production; 
but no such reflection can be discovered. Enormous 
sums have been spent for buildings, implements, 
machinery, labor and fertilizers, and yet there has been 


1 Trosien, p. 21. 2 Commercial West, November 8, 1913, p. 34. 
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no appreciable increase in the average yield of staple 
crops; and tho the census is probably mistaken in 
reporting a decline in the volume of dairy products, 
there has probably been no great increase. 

The farmers of the South depend much more on 
personal credit than do those of the North. 45% of the 
farms in the West Central States are mortgaged, while 
in the South Atlantic states but 13% are mortgaged and 
in the South Central, 8.2%. In Iowa 51% are mort- 
gaged; and in Alabama, 26%. The reasons for this 
difference are various. Among them may be mentioned 
the fact that much of the land in the South is held in 
large tracts, which are usually broken up into small 
farms under tenant cultivation. And while the owners 
of such tracts may often secure money at favorable 
rates, this system of farming does not adapt itself to 
large mortgage loaning. In the case of the southern 
owner who himself tills the farm, the system of agricul- 
ture is such that the security offered is not attractive 
to outside capital. Agricultural practices are not 
standardized; loans are small; the general prejudice 
of the owner against a mortgage, the prevailing senti- 
ment that a mortgage on the farm greatly impairs the 
mortgagor’s personal credit, large homestead exemp- 
tions, and lack of adequate laws to protect the investor 
have retarded mortgage loans in the South, while low 
land values and infrequent transfers have also been 
important factors in keeping dowh mortgage indebted- 
ness. As a result permanent improvements, which 
must be made largely from mortgage loans, have not 
been made. But a tremendous change in this regard 
has been going on in the South during the past twenty 
years and particularly during the last decade. While 
homestead exemptions and laws protecting credit have 
undergone little change, ownership has greatly increased 
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among both white and colored farmers.' Agricultural 
conditions have become more stable; land values have 
risen and are much less speculative than in the North; 
improvement expenditures show a marked increase and 
while the percentage of farms mortgaged’? and the 
absolute indebtedness are low in the South as compared 
with the North, the per cent of increase in mortgage 
indebtedness in the former section has been very much 
greater. For example, the increase of mortgage indebt- 
edness for the North Central states was 59%, while the 
increase for the South Central was 190%.* For Iowa, 
which has the heaviest mortgage indebtedness of all the 
northern states, the increase was 100%, while for 
Alabama it was 437%.‘ Altho the rates on mortgage 
loans are much higher in the South than in the better 
developed agricultural regions of the North, the burden 
of mortgage indebtedness is much lighter in the South. 
In much of the South agricultural conditions to-day are 
very similar, as regards the return on investment, to 
those which prevailed in the great Middle West a 
generation ago.’ High interest rates are off-set by 
large profits; the short term of the loan, which is from 
three to five years, is usually sufficient time for the 
farmer to pay off his debt if he is so inclined. 


1 Thirteenth Census, Abstract, p. 293. 

2 Ibid., p. 293. 

3 Ibid., p. 293. 

4 Thirteenth Census, vol. vi, pp. 508 and 521. 

5 The census data afford only a very crude approximation to the relation of income to 
investment, but after due allowance is made, the following figures show conclusively the 
correctness of this statement. In Yazoo County, Mississippi, farm lands are valued at 
$10 to $25 an acre. The average gross income per acre is $28, while the average mort- 
gage indebtedness per acre is $1.80. In Cass County, Iowa, the land values are from 
$100 to $125 per acre while the gross income per acre amounts to $11 if only crops and 
dairy products are taken into account and to $20 if the sales of live stock are included. 
The average mortgage indebtedness is $27 an acre. In Oglethorpe County, Georgia, the 
average value of land is from $10 to $25 an acre, the average income is $10, the average 
mortgage is $2. In Paulding County, Ohio, land is valued at from $75 to $100 per acre 
and the average income per acre, including returns from livestock sold, is $15. The 
average mortgage indebtedness is $10. 
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Beyond the expenditure necessary to maintain the 
former level of production, which may eventually mean 
an increase in mortgage indebtedness, any further 
increase in such indebtedness should indicate expansion; 
that is, an increase in production. In Germany, for 
example, while mortgage indebtedness has greatly 
increased, during the last quarter of the century, there 
has also been an enormous expansion in agriculture. 
Helfferich shows that the yield of wheat, rye, oats, 
barley, potatoes and hay increased 77.7% during this 
period, while the acreage increased 87.7%.' Similar 
figures might be given for Denmark. In the United 
States, however, the increased mortgage indebtedness 
is not reflected in increased production. Agricultural 
prosperity has been almost solely due to an increase in 
prices. 

Some writers maintain that this is not a serious 
matter, since, owing to the rise of land values, the farmer 
now has, on an average, despite his heavier mortgage 
indebtedness, a greater equity than before, shown by the 
fact that in 1890 the mortgage debt on farms operated 
by owners was 35.5% of their value, while in 1910 it was 
but 27.2%. But the argument seems to the writer 
fallacious. The real measure of the prosperity of the 
farmers as a class is not the amount of their equity but 
the net return on their investment. Altho an increased 
equity, not accompanied by a corresponding increase 
in the net return on investment, is of course a gain to the 
farmer who wishes to sell, it is of no material advantage 
to the one who wishes to hold his farm and whose 
income is sufficient for his needs; while a new owner, 
whether by purchase or by inheritance, is actually 
worse off, despite his increased equity, than if the land 
had not increased in value, because of his larger interest 


1 Annalist, October 20, 1913, p. 492. 
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payments and the fact that the mere acquisition of the 
land has depleted his working funds. To quote from 
the report of a recent investigation, “‘ where land values 
are high, the amount of money invested in working 
capital becomes proportionately small.’’ This refers 
to conditions in Indiana, Illinois and Iowa.' And 
Trosien states that the higher the price of land rises, the 
more difficult does it become to secure capital for its 
proper working.” 

The significance of equity becomes clearer if farming 
is viewed as a business which is successful only if it 
yields a fair return on the investment and pays the 
farmer fair wages of management. That this is not the 
case in our most advanced agricultural regions has been 
clearly brought out by the report of the above-men- 
tioned investigation of farming conditions in Indiana, 
Illinois and Iowa. Two hundred and forty-seven 
rented farms were investigated, with the result that the 
average return on their investment to the landlords in 
these states is shown to be 3.5%, 3.6% and 3.2% 
respectively. In the case of 273 farm owners who 
tilled their farms, the average labor income left after 
the deduction of 5% interest on the capital was $408. 
“One owner out of every three paid for the privilege 
of working his farm, that is, after deducting 5% interest 
on his investment he failed to make a plus labor in- 
come.” And the farm owners, with an average invest- 
ment of over twelve times that of the farm tenants, 
made less than half as much labor income. The bulletin 
concludes that the farmers of these regions who are 
owners are living on the earnings of their investment 
and not on the real profits of the farm.* 

1 Bulletin 41, United States Department of Agriculture, p. 20. 


2 Trosien, p. 23. 
* Bulletin no. 41, United States Department of Agriculture. 
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It is not at all certain that this increased equity is 
stable. It is evident that part of the increase has 
resulted from land speculation; and since production 
has remained about stationary, the rest must be credited 
to the rise in prices of farm products. These prices are 
now so high that any further rise must either curtail 
consumption or stimulate importation, and is therefore 
improbable. Indeed it is doubtful whether the present 
high prices will continue even if there is no interruption 
of general prosperity. For in normal times a change of 
agricultural prices is always imminent, and with prices 
at their present high level any change would probably 
be a decline. This might easily cause a diminution of 
the farmer’s income which would result in a fall of land 
values sufficient to wipe out much of the increase in his 
equity and to add still further to the burden of his 
mortgage debt.? 

The writer is not of the opinion that the average 
mortgage indebtedness of the American farmer is 
excessive. In a country so rich agriculturally, a mort- 
gage debt of $2,793,000,000 * is no cause for alarm; and 
in general, an increase of the agricultural indebtedness 
of a country is usually a sign of prosperity. But it isa 
sign of prosperity only if the increase of land values on 
which the additional mortgage debt is based has been 
caused, not by speculation or by an abnormal rise in 
the prices of products, but by an actual increase in the 
volume of production. It is essential not only to the 


1“ Relations between physical production and iary value are exceedingly 
irregular with agricultural products.” Mitchell, Business Cycles, p. 239. 





2 Seasonal variation and fluctuating prices have a marked influence on the profits 
from farming in the districts studied in Illinois, Indiana and Iowa. The average price 
received for corn sold by the landlords of the two hundred and forty-seven tenant farms 
was $.41, and a drop of $.05 alone would have reduced the income 6%. Bulletin 41, 
United States Department of Agriculture. 


* Holmes, Business America, February, 1913, p. 124. 
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welfare of society in general but also to the security of 
the farmer himself that any increase in the returns from 
agriculture shall have resulted mainly from an increase 
of production rather than from high prices. 


Sources or MortGaGe CREDIT 


The principal sources of mortgage credit are: (1) the 
individual lender; (2) the life insurance company; 
(3) the bank; (4) the state; (5) the mortgage company; 
(6) the building and loan association. These will be 
considered in the order stated. 

(1) In most communities there are individuals willing 
to loan to their neighbors, because through personal 
supervision they can minimize risks which exclude out- 
side lenders, and because by loaning directly they avoid 
paying the middleman’s commission. This form of 
credit offers certain advantages to the borrower, but it 
lends itself to abuse. It plays an important réle in 
this country, but no statistics concerning it are avail- 
able. 

(2) Perhaps the most important source of farm mort- 
gage loans is the insurance company. It has been 
recently estimated ! that 172 of the leading life insur- 
ance companies have outstanding rural loans to the 
amount of $572,000,000, or about one-fifth of the entire 
agricultural mortgage indebtedness. They operate in 
all parts of the country where agricultural conditions 
are sufficiently well established and where land values 
are high enough to furnish adequate security for a fairly 
large loan. Great caution is exercised and the inclusion 
of a locality in the territory of one of these companies 
is evidence of that locality’s prosperity and good stand- 


1 Badow, G. M. J., Investments of Life Insurance Companies. Rand McNally 
Bankers’ Monthly, June, 1913, p. 17. 
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ing. But even in good sections, loans on small farms 
are not favored.! The companies not infrequently 
make their investments through well-established mort- 
gage companies but they usually act through local 
agents thoroly acquainted with the conditions in their 
districts. These agents make the appraisals and 
exercise general supervision over the loans. The 
company, however, employs its own attorney and 
inspectors, who pass final judgment on the valuations, 
titles and papers submitted by the agents. 

Each year sees an increase in the investments of life - 
insurance companies in farm loans. This is due to the 
improvement of the average risk, to growing confidence 
in the security of such loans and to the comparatively 
high rate of interest ? which they yield. 

(3) In general, it is not the function of a bank to 
make mortgage loans. Not until the passage of the 
Federal Reserve Act of 1913 were national banks per- 
mitted to loan on real estate, tho it has been their 
common practice to take real estate mortgages as added 
security for personal loans. Section 24 of the Federal 
Reserve Act provides that any national bank not 
situated in a Central Reserve city may make loans on 
improved farm land, not to exceed 50% of the actual 
value of the property offered as security and for a 
period not exceeding five years. The bank may make 
such loans in an aggregate sum equal to 25% of its 
capital and surplus, and to 334% of its time deposits. 

1 One of the largest companies, with practically all its assets in farm loans, reports 
their average size to be $1782. Since the company loans up to but slightly over 25% 


of the farm values, it is evident that the small farmer obtains no assistance from this 
source. 


2 In 1913 the average interest on the assets of insurance companies investing in 


Farm loans and stocks was ...........sseseeesssees 5.08 % 
Farm loans and no stocks was ........++essseeee008 5.57% 
No farm loans and no stocks was...........s0sse0+: 4.75% 


Rand MeNally, June, 1913, p. 24. 
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What is likely to be the result of the new policy thus 
inaugurated ? 

For years there has been agitation both within and 
without the ranks of the national banks, for the adop- 
tion of this policy; and now that it has finally been 
adopted, it is heralded as a great boon to agriculture. 
In a recent statement from the Treasury Department 
(reported in the daily papers of June nineteenth), atten- 
tion was called to the fact that at the present time 
$500,000,000 is available for farm mortgage loans. 
The writer, however, does not share the belief that the 
making of real estate loans by national banks is in 
accordance with the principles of sound banking, and 
even if it were, he does not believe that such loaning 
would prove profitable to the banks or convenient for 
the farmers. 

A bank’s primary function is to make possible the 
employment of capital temporarily out of use. This 
it does by establishing a reservoir of liquid funds known 
as deposits. It should not act as a primary agent of 
investment, even to the extent involved in making five 
year mortgage loans. The resources of a bank should 
be kept so liquid that they will be immediately available 
in times of stress. The time deposits of even the coun- 
try national bank do not bear the same relation to the 
bank as the savings deposits bear to the industrial 
savings bank. The restriction of the amount to be 
loaned to 333% of the time deposits and of the term to 
five years is an admission of this fact. Yet it is difficult 
to see why this five year restriction was made, since 
from the standpoint of a bank a five year loan is no more 
liquid than a ten year loan. 

Further, in meeting the demands of farmers for per- 
sonal loans, the bulk of which run for a period of from 
six months to a year and are therefore not short time 





ay 
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loans in a strict sense, national banks are subjected to as 
great a strain as they should be called upon to bear. 

The banks are not likely to find it profitable to make 
the permitted mortgage loans, since the rate could not 
be higher than that on commercial loans; while farmers 
can secure loans locally from individuals or from outside 
sources at lower rates. In Illinois or Minnesota, for 
example, farmers to whom a National bank would care 
to loan on mortgage can secure loans on their farms at a 
rate below that which the bank charges on their per- 
sonal loans and even lower than that paid the bank by 
the local merchant. Even if it be granted that under 
certain conditions it would be to the bank’s advantage 
to make the mortgage loans, a five year term would be 
too short if the loan was required for purchase. It is to 
be born in mind, also, that a farmer who would have to 
resort to mortgaging for improvements or equipment 
would already have a mortgage on his farm and could 
therefore not offer acceptable security to a national 
bank. 

The conclusion is inevitable that the newly-authorized 
loans cannot. become important. This is overwhelm- 
ingly borne out by the experience of our state banks and 
by that of European banks. It is interesting to note in 
this connection that the Scotch banks, which have been 
wonderfully successful in meeting the demands of 
agriculture, do not, if they can avoid it, accept real 
estate as security... One cannot but suspect that a 
great deal of the clamor for the law permitting national 
banks to make mortgage loans has been raised by men 
ignorant of banking principles, eager to propitiate those 
who regard the national banks as oppressors, or by 
bankers who have permitted their judgment to become 
warped. 


1 Senate document 214, 63d Congress, 1st Session, p. 827. 
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State banks have not been restrained by law from 
making mortgage loans but have not taken them to a 
great extent. Indirectly, however, by acting as agents 
of outside investors, both national and state banks have 
made enormous sums of capital available to farmers. 
Unlike these banks, trust companies and savings banks 
have in trust funds which may safely be loaned on mort- 
gage.' But while the trust company has performed 
a very important service in the matter of making agri- 
cultural loans, savings banks, which are largely confined 
to our industrial centers, have found urban loaning 
more profitable. 

(4) Some States loan to farmers from the permanent 
school fund. Up to the present time, this has but 
slightly influenced the farm mortgage situation, but 
recent agitation favors a greater liberality in this prac- 
tice. Authorities have rightly felt, however, that these 
funds should not be loaned without adequate security, 
and farmers who can offer such security would have no 
trouble in obtaining loans elsewhere. 

(5) During the last quarter of the nineteenth century 
numerous mortgage companies were organized which 
obtained their funds through the sale of debenture 
bonds. Through unscrupulous management and lack 
of public supervision many of these companies were led 
into careless and excessive loaning which involved them 
and their gullible investors in the collapse of the early 
790s. Some, however, were conservatively managed 
and are still in existence, and at present mortgage com- 
panies are playing an important réle in the making of 
farm loans, altho the issue of debenture bonds has been 
practically given up. 


1 “ The demand for trust companies in country districts has been not inconsiderable. 
Trust companies supply a large part of the farm loani either retaining the mortgages 





or selling them to clients outside the district, by which they succeed in drawing outside 
capital to the community.” American Banker, July 12, 1913. 
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There are two classes of mortgage companies. The 
first class are really mortgage brokers. They are 
without resources and are therefore not in a position to 
assume financial responsibility. They receive the 
farmer’s application, appraise his property, draw up the 
papers and on finding a purchaser of the mortgage, pay 
over the sum to the farmer. As agents, they collect the 
interest and generally supervise the loan. The objec- 
tions to such companies are: that the farmer must wait 
for his loan until a purchaser can be found; and that, 
in case of defaulted interest or of foreclosure the incon- 
venience falls on the investor. 

The second class of mortgage companies occupy the 
position of underwriters. On the farmer’s application 
the company makes an appraisal of his farm and if 
willing to grant the loan does this, after the necessary 
preliminaries, in its own name and from its own re- 
sources. It then sells the mortgage to the investor and 
endorses it to him. But if the loan is too large to be 
made by a single investor the company itself retains the 
mortgage and sells serial bonds issued against it. The 
company guarantees the title, collects the interest and 
advances it in case of delay, and generally supervises 
the loan. It keeps the investor’s money constantly 
employed by reinvestment in new mortgages as the old 
ones become due. 

(6) The building and loaning associations, which are 
now found in practically all partS of the country and 
which have rendered great service to home buyers in our 
smaller cities and towns, until very recently took mort- 
gages on urban property only; but in the older parts of 
the country they are now attempting to extend their 
activities to the country districts, and in some localities 
their loans to farmers have begun to assume considerable 
proportions. For example, the Ohio Building and 
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Loan Associations have outstanding at the present time 
five thousand loans, amounting to over $11,000,000. 
The loans run from one to sixteen years.!. The associa- 
tions have shown themselves capable of adaptation to 
the peculiar needs of farmers, and there is every reason 
to believe that they will become a fruitful source of 
farm loans. 


In a country so extensive and of such widely varying 
conditions, it is impossible to determine the average 
rate the farmer is paying. On the basis of similarity in 
mortgage conditions the country may be divided into 
three regions: the older sections of the North and Middle 
West, the South, and the newer sections of the West 
and Northwest. But it should be borne in mind that 
even within these regions rates vary greatly between 
communities, and even between farmers of the same 
community. 

In the most favored sections of the North the rate is 
about 5.5%, plus a 2% commission distributed over 
five years, which makes the cost of the loan about 5.9%. 
The commission covers all expenses save the registration 
fee. In the less favored sections the rate is }% to 2% 
higher, that is, it varies from about 6.4% to about 
6.65%. The North and Middle West bear about 60% 
of the entire farm mortgage indebtedness of the country. 

In the South the majority of the borrowers pay 6.5% 
plus a 2% annual commission, or 8.5%. This section 
bears about 20% of the total mortgage indebtedness of 
the country. 

In the West and Northwest the rate is about the same 
as in the South. This section bears about 20% of the 
mortgage debt of the country. 


1 Paper by K. V. Haymaker, read before the Ohio Building Association League, 
Marietta, Ohio, October 15, 1913. 
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But there are numerous exceptions to these state- 
ments of rates. Many farmers are able to borrow 
money at from four to five per cent ' while in the South 
and in the newer sections of the United States, loans 
not infrequently pay 10% interest, with the addition 
of a three to five per cent annual commission. 

Rates may also be approximately estimated from the 
yield of mortgage loans to investors. The usual rate 
offered to investors by mortgage companies making 
loans in the northwest is 6%, tho the rate varies, accord- 
ing to the risk, from 5.5% to 7%. In the South the 
usual rate is 7%, tho some loans are made at 6%. The 
commissions charged by the companies vary, according 
to risk and competition, from 1% to 3%. 

The president of a mortgage company located in the 
extreme Northwest states that in order to cover expenses 
and make adequate profits the mortgage company . 
must have an annual margin of at least 1.5% above the 
rate quoted to the investor. In other words, in that 
region the farmers who are more favorably situated pay 
from 7% to 7.5%. The annual margin on the less 
desirable loans is probably from 2% to 3%, and the 
interest is from 8% to 9.5%. The president of a com- 
pany located in the Middle West states that its mort- 
gages net the investor from 5.5% to 6%, that the cost 
of making the loan is .7% and that the additional charge 
for profit makes the cost to the farmer from 7% to 7.5%. 
These figures are significant in connection with the fact 
that the company has outstanding mortgages to the 
amount of $15,000,000, and that it will not do business 
in a community which does not annually furnish mort- 
gage paper amounting to. $200,000.” 


1 Loans at these rates, however, are on the best risks and are made only by insurance 
companies and individuals. The mortgage companies cannot afford to make them 
since the rate is too low to allow the necessary profits. 

2 It is evident from these figures that the statement frequently given out by advo- 
cates of better credit facilities grossly exaggerate the excess interest the farmer is sup- 
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The local middleman plays an important part in 
mortgage loaning in the United States. While the better 
organized mortgage companies urge the farmer to deal 
directly with them, he nevertheless often pays a com- 
mission to a third party for telling him where he may 
secure a loan, and in many parts of the country there are 
middlemen who perform no other function. In certain 
sections, however, the isolated position of the farmer, his 
ignorance of business, his lack of system and his depen- 
dence on outside capital make a middleman who is 
familiar with him and his affairs a necessity. So varied 
are the conditions under which such a middleman acts 
that it is practically impossible to generalize as to the cost 
of his services; but in most cases it is not exorbitant. 

The period of a mortgage loan is an important ele- 
ment in determining its cost. In the United States, 
as a whole, the usual period is five years, but in the 
South small loans are often made for three years and 
in the best regions of the North some loans are made 
for ten. In the early history of mortgage loaning, loans 
were small in proportion to the productivity of the land 
and there was some economic justification for the three 
or five year term, since a loan could often be paid off 
within that time; but this is no longer the case for a 
large part of the country, tho it still holds true in the 
South and the newer sections of the West. With so 
short a term, frequent renewals are necessary, and the 
expense and uncertainty involved impose a needless 
burden on the borrower. The usual excuse for the 
short term is that, since the mortgage contains no clause 
providing for foreclosure in the case of depreciation or 
for partial payments, the short term is the lender’s only 


posed to be paying since the bulk of mortgage indebtedness is not bearing the rate 





of interest on which they are basing their calcul President Taft, in his letter 
of October 11, 1912, to Ambassador Herrick, is made to say that the average rate of 
interest on the entire mortgage debt is 8.5%. Senate Document 957, Sixty-second 
Congress, Third Session, p. 4. 
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means of self defense. But this is a poor argument, 
since the farmer would doubtless consent to the inclusion 
of such a clause if he could thereby secure a longer term 
with the privilege of making partial payments. The real 
reason for short periods is to be found in the desire of the 
investor or his agent for commissions on renewals. In 
partial extenuation it may be noted that the initial cost 
' of making a loan is often so great that if the hope of 
future profits from renewals were to be eliminated initial 
commissions would have to be made larger. 

Another element of the cost of the mortgage loan is 
the expense of registration, of searching and perfecting 
titles, of abstracting and so forth. This is sometimes 
made an extra charge. The registration fee, which in 
many states is merely nominal, is always paid by the 
borrower. In some states, however, its amount de- 
pends on the length of the document and therefore 
bears no relation to the amount of the loan. Often it is 
a grievous burden on the small borrower. Some states 
have introduced the Torrens system of title registra- 
tion, thereby reducing the expense to a minimum. In 
other states abstract companies have done much to 
reduce these costs. In the South, however, such com- 
panies are not common and since the records must be 
searched from the beginning for each new mortgage, 
the cost is high. 


Persona, INDEBTEDNESS 


There has been no general investigation into the 
amount of personal indebtedness of the American 
farmer. Holmes! estimates the total rural indebted- 
ness to be $5,000,000,000 of which $2,795,000,000 ? is 


1 Business America, February, 1913, p. 121. 
# $500,000,000 of this amount is mortgage debt on farms operated by tenants. 
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real estate credit and the rest is personal credit dis- 
tributed as follows: chattel mortgages, $700,000,000; 
liens on crops other than cotton, $450,000,000; cotton 
crop liens, $390,000,000; unsecured debts to local 
merchants, $250,000,000 and other unsecured debts, 
$410,000,000. 

With regard to its source personal credit may be. 
classified as: (a) merchant’s credit, including store 
credit, dealer’s credit and factor’s credit; (b) bank 
credit. 

The practice among storekeepers of selling to farmers 
goods to be paid for after the harvest is almost as uni- 
versal as agriculture itself. It is less prevalent in 
regions of diversified farming, where the farmer, from 
the sale of eggs, poultry, milk, etc., has a weekly income 
available for ordinary household expenses. But 
where this is not the case store credit flourishes even if 
banking facilities are good. This is due partly to the 
convenience of the system, partly to the failure of 
farmers to realize that in paying the “ credit prices ” 
of the storekeeper, they are paying him a rate of interest 
higher than they would have to pay the bank and 
partly to the fact that the storekeeper can give credit to 
farmers who would be unable to obtain it from the 
bank. The amount of this ordinary store credit can- 
not be estimated; altho on the whole it has declined 
in this country, it is still enormous. 

There exists, however, in the South, a far more 
important form of store credit. The local merchant 
not only gives credit for the ordinary family supplies, 
but in réality finances the growing crop, — contracting 
to make a definite loan to be taken in commodities. If 
the farmer is an owner or a responsible tenant, the 
merchant makes the loan directly and may take a 
mortgage on the crop. He may even prescribe the kind 
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of crop to be grown, lay down general rules for its culti- 
vation, supervise it in every stage of its growth, and 
insist on its sale to him when harvested. But other- 
wise the loan is made through the landlord, who 
assumes the responsibility of payment. This form of 
credit is due to special economic and social conditions, 
— the constant shifting of the rural population! and 
the fact that a large part of this population are of a 
race still in its economic infancy, — rather than to any 
lack of banking facilities. For the majority of such 
farmers cash credit is out of the question, since they 
would not use it for making their crop but would 
squander it. A bank, however, often lends the mer- 
chant the money for buying the supplies to be advanced 
to the farmer. As an inevitable result of the expense 
and risk of granting this form of store credit, its cost is 
high, and the system undoubtedly lends itself to grave - 
abuses. With the development of economic sense, it 
is declining; but without such credit independent 
farming would have been impossible for a large part 
of the southern farmers. 

The substitution of expensive machinery for labor is 
a marked characteristic of American agriculture, and a 
large part of this machinery is supplied on credit by the 
manufacturer,? who takes the dealer’s or the farmer’s 
notes and in case of need discounts them, sometimes at 
the farmer’s own bank * but more often at some metro- 
politan bank. This form of credit, known as dealer’s 


1 In 1909, 333% of the white farmers of the South and 36% of the colored farmers 
had occupied their farms for one year or less, while of the tenants, who constituted about 
one-half of all the farm operators, 75% had occupied their farms for four years or less. 


2 The International Harvester Company declares that one-third of its business is 
on a time basis for a period longer than they care to have to sell on. Report of the 
International Harvester Company, United States Bureau of Corporations, 1913, p. 285. 

3 Farmers’ notes show a slight decrease in amount, while agents’ notes are increas- 
ing. The International Harvester Company did not favor discounting at the local 
banks, since the dealers usually cash the notes and take the discount themselves. 
Ibid., p. 285. 
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credit, flourishes even in regions where farming is well 
established and credit highly organized. There has 
been much discussion as to the cause of this condition 
and it is urged that the farmer pays more for this credit 
than he would for bank credit and that the manu- 
facturer is often embarrassed for lack of funds to carry 
on the business. But there are certain good reasons 
for the existence of the system. 

First, such credit is easily obtained. The dealer 
knows that the farmer’s credit is good and that he can 
add enough to the price to make up for bad debts. 
Knowing that the farmer will buy more on credit, he 
does not encourage cash payment. A second reason is 
that the manufacturer can give credit for a longer 
period ' than can the bank and that the security, which 
consists largely of the machine itself, is more acceptable 
to him than to the bank. Finally, the farmer often 
prefers to save his bank credit for other purposes. 

In the past grave abuses have grown out of this form 
of credit. Farmers have been led into extravagant 
purchase of machinery and have involved themselves 
and the manufacturers in ruin. But tho there is still 
room for improvement, the past ten years have wit- 
nessed a revolution. While still willing to sell on time,? 
manufacturers have put their business on a higher 
plane. Their rates of interest are the same as those of 
the local bank and they exercise greater care than 
formerly in granting credit and are able to sell on time 
at practically cash prices.* 

In factor’s credit the loan is made, not in supplies 
but in cash, tho the purpose for which it is to be used 


1 The International Harvester Co. is extending time sales to articles formerly sold 
only for cash. 

2 The period varies from one to three years, but the two year period is increasing 
most markedly. Report on International Harvester Co., p. 284. 

® The notes bear interest before and after maturity; one price is quoted, and a 
discount allowed thereon for cash payment. 
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is rigidly prescribed. In the South the cotton factor 
advances the farmer the money for financing his crop, 
and the farmer contracts to plant a certain number of 
acres of a certain crop, cotton for example, and to sell 
his crop to the factor. In the North a livestock com- 
mission firm advances money to the farmer for the pur- 
chase of livestock, which he contracts to sell through the 
firm. This livestock is usually lean cattle but often it is 
breeding stock and in this case the debt may extend 
over a number of years and be gradually paid off with 
the returns from the stock or herd. Such credit is 
needed on account of the scarcity of local capital and 
because in some cases the loan is of such a nature that 
the bank cannot make it. Owing to the factor’s 
special knowledge of the purpose for which the loan is 
made and his ability to watch its application, he can 


make the loan at less risk and at a lower rate than the: 


bank. 


The extent to which bank credit is used by American 
farmers varies widely according to the economic 
development of the community. Where agricultural 
methods are well established and climatic conditions 
are such as to preclude the probability of crop failure 
the farmer enjoys practically the same credit advantages 


as the merchant. This is due to the peculiarly favor- ° 


able conditions of American agriculture. Farms are 
comparatively large and therefore the loans are of suffi- 
cient size to make it worth while for the banks to grant 
the accommodation. The farmers and the bankers 
belong to the same social class; indeed, the bank is not 
uncommonly owned and operated by the farmers 
themselves. Finally, our system of free banking has 
permitted the establishment of banks wherever they 
could be made to pay. 
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Conditions in Cass County, Iowa, may be taken as 
fairly typical of the banking situation in the better 
agricultural sections. The county has 17 banks with a 
total capital of $690,000, total deposits of $3,563,000, 
and loans aggregating $3,345,000.!_ These banks are 
located in eight towns of which the largest, with a 
population of 4560, has five banks. Five towns with 
populations of 1118, 949, 603, 552 and 490, respec- 
tively, have each two banks, and two towns with 
populations of 266 and 239 have one bank each. All the 
towns depend on agriculture for their prosperity and the 
owners and patrons of the banks are mainly farmers. 

Holmes estimates that in 102 counties of Illinois 921 
banks afford two-thirds of all the personal credit 
obtained by farmers and that in Vermont the farmers 
obtain 70% of their credit from the banks, while in the 
southern states of Virginia, Georgia, Arkansas and 
Mississippi they get from two-fifths to three-fifths of 
their credit from the banks. For the country as a 
whole, outside the South, he estimates that from one- 
half to seven-tenths of the credit to farmers comes from 
the banks.* 

Closely associated with the question of the amount of 
bank credit to farmers is that of its cost. Contrary to a 
common opinion, banks are no respecters of persons, 


* and if the farmer pays more for his credit than other 


classes of producers, it is because it is more expensive 
to loan tohim. As arule this is the case. In the first 
place the credit required by the farmer is very different 
from that required by the merchant. The term is 
longer, renewals are more frequent, and partial pay- 
ments are unusual. While the moral risk is good, pay- 
ments are slow, supervision is more difficult and the 
average size of the loan is smaller. Altho the farmer’s 


1 Bankers’ Register, 1912. ? Business America, February, 1913, p. 123. 
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current account deposits have shown a decided increase 
in the last twenty years, they are not of sufficient 
importance to warrant the bank in loaning to him 
against his balance. 

Since the average farmer receives his income in lump 
sums and at infrequent intervals, he makes savings 
deposits rather than current account deposits. The 
merchant, on the contrary, receives his income in daily 
increments, which he immediately puts at the disposal 
of the banks through current account deposits. Since, 
therefore, as the banker would say, the merchant is 
borrowing his own money he is entitled to a somewhat 
lower rate than the farmer. In a community mainly 
agricultural the large amount of interest paid on time 
deposits imposes a heavy burden on the banks. In the 
South and in the newer states of the West, time deposits 
usually bring 5% and often 6% interest and as long as 
such rates must be paid to attract and hold free capital 
in the community, just so long must the bank’s bor- 
rowers feel the burden of high interest rates. Finally, 
since the credit demands of the farmer are not evenly 
distributed throughout the year, the bank often has 
idle money which it must invest in short term com- 
mercial paper at a rate lower than that charged the 
farmer for his loan. This is not, however, as is often 
stated, discrimination against the farmer, for if the 
bank did not invest in such paper, he would have to pay 
a still higher rate for his loan. ~ 


II. PROPOSALS FOR REFORM 


For some years the sentiment has been growing, that 
agricultural credit facilities in this country are inade- 
quate, that rates are too high, and that in general credit 
institutions discriminate against the farmer, who has 
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to get along with unorganized credit and endure the 
attendant evils. As remedies, there are suggested the 
formation of codperative unions for the supply of 
personal credit and the creation of land mortgage banks, 
the funds of which shall be obtained through the issue 
of debenture bonds. Certain states have taken the 
initiative in this reform by the removal of the restric- 
tions on the formation of codperative credit unions 
or by holding out special inducements for the creation 
of mortgage institutions. During the last two years 
the question of agricultural credit has claimed the 
attention of the Federal Government, which, in codépera- 
tion with the Southern Commercial Congress, sent a 
commission to Europe in the spring of 1913 to make a 
first hand investigation of agricultural credit conditions.’ 


Evrop1an METHODS AND EXPERIENCE 


In many European countries, interesting and instruc- 
tive results have been attained in the development of 
agricultural credit. It is from France and Germany 
that the United States has most to learn in this connec- 
tion. Within the limits of the present article it is 
possible to give only the briefest outline of the agri- 
cultural credit systems of these two countries, 

In Germany the greater part of the personal credit of 
the owners of small and medium sized farms is furnished 


a | 





1 This joint commission, composed of (1) the American C issi org 
under the auspices of the Southern C cial Cong and consisting of delegates 
from the different states of the United States and the different provinces of Canada and 
(2) the United States Commission, appointed by President Wilson, was itself known as 
The American Commission. Its voluminous report contains much valuable informa- 
tion on agricultural credit in Europe. But the essential points are often hidden in a 
mass of irrelevant material, and the unwary reader is likely to be led astray by inac- 
curate statements and faulty translations. Moreover, both statistical data and critical 
analysis are almost completely lacking. But the most serious fault of the report is the 
acceptance at their face value of the statements of men who, if not partisans of the 











institutions under discussion, are at least too intimat iated with them to be 
unbiased in their judgment. As a result, the report conveys altogether too favorable 
an impression. It would be instructive to compare this report with the above-men- 
tioned English report by Cahill. 
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by the Raiffeisen codperative banks. Previous to the 
formation of these banks, of which the first was founded 
about the middle of the nineteenth century, there were 
no organized credit institutions to which such farmers 
could apply. Hence they were dependent on private 
lenders and were preyed on by usurers. Their common 
need and their common racial and religious sentiment 
facilitated the establishment of the Raiffeisen organiza- 
tion, which was based on the parish community, with 
the teacher, the priest and the public official as leaders. 
Out of these elements there grew a credit movement 
which is the admiration of the world and which has 
brought untold blessings to the German peasants. Not 
only has it afforded them ample and cheap credit but 
through its educative influence it has brought about 
their social regeneration. But the advocates of a similar 
system for this country overlook the fact that the con- 
ditions which made the German movement successful 
are almost entirely wanting in the United States. 
American farmers are not poverty-stricken; they are 
not victims of the usurer, and they are not without 
organized credit facilities; in neither race nor religion 
have they any bond of union; nor is the teacher, the 
priest, or the official a leader in their community life. 
Furthermore, the struggle which has been required to 
create and maintain these institutions in Germany and 
to keep them true to their original purpose is too little 
understood in this country.! : 

In France most of the farmers are men of small affairs 
and without experience in the use of bank credit and 
they were practically without organized personal credit 
until the last quarter of the nineteenth century, when 
such leaders as Durand, Rayneri and Rostand under- 


1 See minority report of The American Commission for an excellent statement on 
this point. — Sen. Doc. 261, 63d Congress, 2d Session, p. 7 seq. 
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took to do for France what had been done for Ger- 
many and Italy. 

The various banks which these leaders founded have 
rendered splendid service to small farmers, especially 
in southeastern France. But so great were the 
obstacles to be overcome that the progress of the 
movement was slow and consequently the Government 
felt called upon to undertake the reform of agricultural 
credit. After various attempts, it finally created a 
system of local and regional banks, which derived their 
funds from free grants by the Bank of France. These 
banks have made loans to farmers at the discount rate 
of the Bank of France and often at a much lower rate. 
Yet, despite the tempting rates, the French farmers, 
much to the chagrin of the Government, have availed 
themselves of but a small portion! of these funds. No 
adequate provision for the reimbursement of the State 
has been made. 

In Germany a large part of the mortgage loaning is 
done by institutions especially organized for the pur- 
pose: (1) the Landschaften, which are codperative 
associations of borrowers; (2) the State and Provincial 
Banks, which are public institutions and (3) the Joint 
Stock Mortgage Banks which are commercial institu- 
tions organized under the Imperial Mortgage Bank Act 
of 1899. Of the other institutions which make mort- 
gage loans, the savings banks are the most important. 
The total farm mortgage indebtedness in Germany is 
approximately $2,000,000,000, and of this slightly over 
one-half is borne by the specially organized institu- 
tions, as follows; (1) the Landschaften, $750,000,000; 
(2) the State and Provincial Banks, $100,000,000, and 
(3) the Joint Stock Mortgage Banks, $170,000,000. The 


1 Of the 100,000,000 francs withdrawn from business for agricultural credit but 
42,000,000 francs are actually employed by farmers. People’s Banks, H. W. Wolff, 
1910, p. 449. 
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savings banks bear $850,000,000. The special mort- 
gage credit institutions derive funds from the sale of 
bonds issued against long time non-foreclosable mort- 
gages. The savings banks, however, make the bulk of 
their loans against short time, foreclosable mortgages. 

The 3.5% bonds of the Landschaften sell at the 
present time around 95 and net the investor about 3.7%. 
The addition of 4% to this rate to cover the costs of 
administration and the contribution to the reserve fund 
makes the farmer’s rate from 4 to 4.5%. He also pays 
the costs of appraisement and of making out the papers. 
The rates of the State and Provincial Banks and of the 
savings banks are slightly higher, while those of the 
joint stock mortgage banks are from 4% to ?% higher. 
That German farmers enjoy exceptionally favorable 
rates is shown by the fact that Landschaft bonds bear- 
ing the same rates as Government securities are usually 
quoted only from 1 to 2 points below the latter. 

The only special mortgage loan institution in France 
is the Crédit Foncier, founded in 1852. This institution 
was intended to render to the farmers of France the 
same service which the Landschaften render to those of 
Germany. It enjoys a monopoly of the right to issue 
real estate mortgage bonds, and has become a powerful 
and world-famed institution. But it has signally failed 
to realize the hopes of its founders. Of the total rural 
mortgage indebtedness of France, amounting to about 
$3,000,000,000, a little less than vs is borne by the Crédit 
Foncier. Bonds recently issued (e.g. in November, 
1912) bore a 4.5% rate. To this must be added the 
.6% allowed for administration and the expense of 
making the loan, which the farmer pays and which in 
France is very heavy. Therefore, the French farmer is 
paying about the same rate as the farmers in the best 
agricultural districts of the United States. 
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Impressed by the fact that in Europe debenture bonds 
play so important a part in mortgage loans, the advo- 
cates of the reform, whether state or federal, of mort- 
gage credit in this country, base their various schemes 
on the issue of debenture bonds. But these enthusiasts 
have failed to understand the limitations of this very 
delicate credit instrument and, owing to lack of sufficient 
information, have exaggerated the success of Europeans 
in making debenture bond loans; and furthermore, 
they have not attached sufficient weight to the great 
differences between European and American conditions. 

The debenture bond resembles the railroad bond and 
the industrial bond in being impersonal, since the bor- 
rower and the investor do not come into personal rela- 
tion with one another; but it differs from them in being 
issued, not against a unit of property, under one 
management, but against a constantly changing mass 
of unrelated units of property, of which the management, 
in a country like the United States, may undergo a com- 
plete change in the course of a few years.! Owing to 
this peculiarity of the security of debenture bonds, the 
greatest caution must be exercised in their issue. 
Among the farms constituting the security, there must 
be uniform conditions, well established agricultural 
practices, little danger of disaster from crop failure or 
other cause and comparative absence of the speculative 
element from land values. Evidently the requirements 
are more nearly met in Europe than in the United 
States. In the greater part, indeed, of the agricultural 
area of our country they are not met at all. This is 
true of most of the South, most of the region west of the 
Missouri river and considerable parts of our best 


1 In the United States as a whole, in 1909, 30% of all farm owners operating their 
farms and 38 % of all such owners whose farms were mortgaged had occupied their farms 
for less than five years. — Census Bulletin, Stability of Farm Operators, or Term of 


Occupancy of Farms, p. 1. 

















AGRICULTURAL CREDIT 733 


agricultural states, for instance, northern Michigan, 
northern Wisconsin, northern Minnesota and southern 
Illinois. And even in the same communities there are 
often wide variations in this respect. 

The accurate appraisement of farms against which 
debenture bonds are to be issued is of the greatest 
importance. But it is exceedingly difficult, because 
farm incomes are subject to wide variation and farmers 
do not, as a rule, keep books. Hence, wherever deben- 
ture bonds are issued to a considerable extent, the 
appraisement is performed by public authorities, or if 
not, is usually based on public tax valuations. In 
Germany, the Landschaften make their own appraise- 
ment, but usually on the basis of the tax assessment 
lists; and the same method is used by those joint stock 
mortgage banks which, owing to their having been 
established before the law of 1899, are permitted to 
make their own appraisements. 

Owing to its extreme centralization, the great mort- 
gage bank of France, the Crédit Foncier, has found 
appraisement difficult and expensive; a fact which has 
tended to restriction of its farm mortgage loaning. 

It is hardly necessary to point out that in the United 
States there is little to guide us in making appraise- 
ments. Changes in ownership are frequent, farmers 
keep books much less than in Europe, and tax valua- 
tions afford no guide whatever. Since debenture bonds 
are issued against long term loans, there must be super- 
vision of each loan after it is made, to insure that the 
claims of the contract shall be lived up to, the taxes 
paid, depreciation of the property prevented, and so on. 
And as mortgages are gradually paid off and new ones 
substituted, great care must be exercised to prevent the 
impairment of the general security for the bonds 
through the substitution of inferior risks. In the 
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United States the expenses of appraisement and super- 
vision incident to the making of debenture bond loans 
would be much greater than in Europe, and still further 
expense would result from the greater uncertainty of 
land titles. 

The great cost of making debenture bond loans 
accounts for the fact that in Europe the small farmers 
have not been able as a class to avail themselves of the 
advantages of such loans, since the profits are more than 
offset by the cost of making them. Furthermore, 
while it is generally conceded that in the long run the 
small farmer is as good a risk as the large farmer, yet 
owing to his lack of reserves, there is greater danger of 
foreclosure or forced management; and these would 
involve expense out of all proportion to the size of the 
loan. And finally investors are prejudiced against 
mortgage bonds issued against a mass of small loans. 

The Landschaften are composed chiefly of large 
farmers. They do make some very small loans, it is 
true, but the number of such loans is comparatively 
insignificant and the average size of the loans is large. 
The joint stock mortgage banks of Germany loan almost 
exclusively to large land owners. The Crédit Foncier 
also confines its loans chiefly to large farmers, as the 
expense involved makes loans under $1000 unprofitable.’ 
In 1912 the average size of its agricultural loans was 
$5000. The mortgage bond institutions of Italy grant 
each year only a very small percentage of the loans 
applied for. That the small farmer is not served is 





1 “ Small landed properties are more wastable than is supposed, and require, owing 
to their various peculiarities of tenure and their shifting exi ies (registration and 
cancellation of charges, . . . postponement of payment, repayment of sinking fund 
accumulation, etc.), an amount of labour and time quite out of proportion to their 
profitableness.” — From an annual report 1909 of the largest German mortgage bank, 
quoted by J. R. Cahill in a Report to the (English) Board of Agriculture of an Enquiry 
into Agricultural Credit and Agricultural Codperation in Germany, 1913. 


2 Fustier, L., Réconstitution de la petite propriété rurale (1911), p. 69. 
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shown by the fact that in 1912 the average size of their 
farm loans was $18,000. 

This inability of the credit institutions to satisfy the 
needs of the small farmer has led the various govern- 
ments to come to the rescue by the establishment of 
special state aided institutions. In Germany these are 
the State and Provincial banks, noted above. In 
Denmark the constant complaint of the small land 
owners led to the establishment of special institutions, 
the bonds of which are guaranteed by the state. In 
France a recent law provides for state loans to small 
farmers. 

The inability, however, of the debenture bond system, 
even with state aid, to meet the needs of the small 
farmer is illustrated by the history of the German 
state and provincial institutions. They have been 
excellently managed, and no pains have been spared to 
win the support of the small farmers. But while 
numbers of small farmers have been accommodated, the 
rigidity of the system leads many to prefer to patronize 
the savings banks or the private lenders despite the 
greater risk of foreclosure. 

A further illustration of the inability of the debenture 
bond system to adjust itself to agricultural conditions 
is afforded by the fact that in Germany during the past 
decade the greater part of the new mortgage loans have 
been made, not by the debenture bond institutions, but 
by non-specialized agencies, alto the former have 
greatly increased the amount of their loans in other 
directions. This situation calls for some explanation. 
In the first place, with the increase of mortgage indebted- 
ness in Germany there has been an increase in the pro- 
portionate number of the less desirable risks and also an 
increase in the percentage of mortgage indebtedness on 
the old risks, with a resulting decrease of the margin of 
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safety. Under such conditions, amortization is necessary 
as a means of security. But these very conditions make 
it difficult to exact amortization. Even farmers favor- 
ably situated as to debt find amortization payments 
burdensome. In Germany and Denmark, where it was 
formerly the general custom to require amortization of 
long time loans, the amortization principle was found to 
be unsuited to farming conditions; and except in the 
case of the German joint stock banks,' it has been 
practically abandoned save when amortization is 
needed to give added security.? It is perfectly evident 
that in the United States compulsory amortization 
would debar from credit not only the farmers of the 
newer regions where capital is scarce, but also those 
farmers of the older regions who are seeking to become 
owners and whose capital has been exhausted by the 
first payments. 

Secondly, it has been found in Europe increasingly 
difficult to market the debenture bonds at favorable 
rates owing to growing competition of other securities.* 
In this country it has been generally assumed that such 
bonds would be so eagerly sought by investors that they 
would bear a rate of interest second only to that borne 
by bonds of the Federal Government. The probable 
rate has been estimated at 5% and by many even at 4%. 
Here again, European experience has been disregarded. 
The bonds of the early Landschaften had the moral 


1 Moreover certain of these banks make some non-amortizable loans. For example, 
of the 211 loans made in 1912 by the Land Mortgage Bank of the Rhine, 34 were non- 
amortisable. — Senate Document 214, p. 322. 


2 “ As a rule, in Prussia, the mortgages are never paid off;"" when a farmer, for 
example, “ has paid back, say 20,000 marks, he goes to the landschaft and asks for those 
20,000 marks back again, and so the business continues.’’ — Senate Document 214, 
Pp. 258. ; 

3 The markets of the West, in particular those of Austria and Germany, which are of 


paramount importance for Hungary, have been simply flooded with securities issued in 
the respective countries. Senate Document, no. 214, p. 134. 
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support of a powerful king. In the oldest Landschaften ' 
the security included all the property of the district, 
and in later times it has included all that of the borrow- 
ing members. The bonds were issued at a time when 
land was a chief source of wealth and therefore the main 
field of investment; and before the Landschaften were 
obliged to meet any considerable competition, their 
bonds had already become familiar to investors and 
gained their confidence — confidence, it should be 
added, which has never been abused. But despite these 
favoring conditions, the bonds have gained only a local 
market, and the attempt to broaden the market by the 
formation of a Central Landschaft was unsuccessful. 
It is admitted that under present conditions, the Land- 
schaften cannot make loans at lower rates than can 
unorganized agencies. So that the only inducements 


they can offer borrowers are the longer term and the- 


pre-payment privilege. 

The Crédit Foncier, as is well known, resorts to a 
lottery to facilitate the sale of its bonds, but it does not 
attempt to compete with unorganized agencies for the 
mass of French farm loans. 

If in Europe, despite the favoring conditions, the 
farm debenture bond finds a market with difficulty 
owing to the competition of other securities,? how many 
times more difficult would be the marketing of such 
bonds in the United States, where such favoring condi- 
tions are wanting, and the obstacle’ to be overcome are 
much greater! In this country land is not regarded, as 
in Europe, as the foundation of national prosperity, and 
land ownership is not the basis of social distinction both 
among people of high and of low degree, nor is there the 


1 With the exception, however, of the Landschaft of Kur- und Neumark. 

2 “ The development of industry has produced a condition whereby these bonds are 
not as generally acceptable as before. ... At the p t time, th yf , there is 
greater difficulty than before in placing the bonds.” — Statement of the Director of the 
Landschaft of Halle, Senate Document 214, p. 365. 
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same devotion to the farm home. And furthermore, 
social conditions are not such that farmers would be 
willing to assume joint liability. Our experience with 
land banks and debenture bonds has not been so fortu- 
nate as to inspire confidence in new ventures in this 
direction; and while it may be readily conceded that a 
repetition of the mistakes of former years may be 
avoided, it will take some effort to overcome the prej- 
udice which these mistakes engendered. 

Furthermore, the debenture bond would have to meet 
the competition of a flood of securities with which inves- 
tors are thoroly familiar and in which they have 
confidence. Apart from corporation and municipal 
bonds, which have a wide market, there are in every 
locality, county, village and school district bonds which 
are backed by the taxing power of the community and 
the issue of which is carefully guarded. Such bonds, 
with few exceptions, bear a rate of interest much higher 
than that which the enthusiastic advocates of debenture 
bonds expect them to bear. How can it be expected 
that investors will pay more for a bond secured by a 
farm than for a school district bond practically secured 
by the mutual guarantee of all the farmers of the 
community ? 

Finally, there are already in the field excellent agencies 
— mortgage companies — with well established reputa- 
tions and large assets, which give the investor all the 
advantages held out by the debenture bond company, 
with the added advantage, as regards securities, of 
having the individual mortgage turned over to him. 
And it is difficult to see wherein the debenture bond 
company could offer the borrower lower rates of interest 
or, in general, any better terms than these companies 
offer. The supposed advantage of market ability 
which is claimed for the debenture bond is of but little 
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practical moment, since, as we have seen, the market 
for such bonds is very restricted, and they are usually 
bought as a permanent investment. 

Nor has state aid been of any great assistance in 
increasing the marketability of the bonds or, in general, 
in advancing the cause of agricultural credit. The 
state never allows itself to be treated as the ordinary 
investor. It always requires more and gives less. 
Making the bonds of the Landschaften legal investment 
for trust funds and the like has made it harder, Trosien * 
declares, for farmers to obtain credit from these institu- 
tions, because it has forced the latter to employ more 
rigid methods in making loans. 

Not only does direct financial aid by the state tend to 
demoralize the individual, but in the long run it also 
dries up the sources of credit. This is the testimony of 
most of the Europeans who have given their lives to the. 
solution of the problems of agricultural credit. Some 
of them at first advocated state aid; but when con- 
fronted with its results, they became its ardent oppo- 
nents. In response to appeals from the leaders of the 
codperative credit movement, for example, the Prussian 
Government established the Prussian Central Coépera- 
tive Bank; but despite the excellent management of the 
bank, it soon became apparent that it was stifling the 
coédperative credit movement, and the latter has for 
some time been trying to shake itself free from the 
Bank’s grasp. Ina recent letter td the writer, a leading 
German professor of economics states, “‘ It is true that 
the central codperative banks of the farmers, namely, 
the Agricultural Central Loan Bank of the Raiffeisen 
codperative societies and the Agricultural Imperial 
Codperative Bank in Darmstadt have not thriven well. 
The main reason is, that the Central Coéperative Bank 


1 Trosien, p. 27. 
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founded in Prussia with the aid of an interest-bearing 
state loan, has drawn to itself the equalization business 
of the provincial central codéperative banks. The 
Prussian Central Coéperative Bank is very cleverly 
and energetically administered, so that the competing 
institutions were in a difficult position.” At the 
International Coéperative Congress in 1894, the ques- 
tion of state subventions received much attention. 
A few extracts will show the drift of the statements 
made on this occasion by the European leaders. Doctor 
Alberti of Germany declared, “‘ Every manner of sub- 
vention by the state must be rejected. And my 
opinion, supporting this argument, is based on forty 
years’ experience.”” Herr von Elm expressed strong 
objection to state aid and said that the state should 
confine its efforts to education and emancipating laws, 
that it should, “ give the agriculturists elbow room and 
let them alone.” M. Fiiredi of Hungary stated, “ In 
spite of state aid lavished on the central credit organiza- 
tion, the rate of interest is 7 to 8% for money advanced 
by the state gratis out of the taxes’’; and Doctor 
Karacsonyi, also of Hungary, declared, ‘‘ There are no 
successes to be put to the credit of state aid. Money so 
lightly got is the producer of extravagance.” Similar 
utterances came from Wrabetz of Austria, and from 
Chiousse and Durand of France. 


LEGISLATION PROPOSED 


In conclusion, a sketch may be given of the bills now 
pending in Congress for promoting agricultural credit. 

The American Commission published its report in 
the autumn of 1913; and about the same time a bill 
known as the Fletcher Bill,! the provisions of which were 


1 §. 2909, 63d Congress, Ist Session. 
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supposed to embody the opinions of the Commission, 
based on their European inquiries, was introduced in 
the Senate. It provided for the formation of local and 
state land banks and a federal land bank situated at 
Washington. The local banks were to issue debenture 
bonds, which were to be guaranteed by the state bank, 
and if necessary by the central bank; and financial 
assistance from the United States Treasury was pro- 
vided for. 

Altho the Fletcher bill was supposed at the time to 
embody the opinions of the Commission, it did not meet 
with the approval of the Administration, and was sub- 
sequently withdrawn. In its place there was intro- 
duced, with the approval of the Administration, the 
Moss-Fletcher Bill! This provided for the establish- 
ment of National Farm Land Banks to be under the 


immediate direction of a special Commissioner, who’ 


should preside over a Bureau of Farm Land Banks to be 
created in the Department of the Treasury. Such 
banks might be organized by any ten persons contribut- 
ing a minimum capital of $10,000, of which 50% was to 
be immediately paid up. They were empowered to 
accept local deposits up to 50% of their paid up capital 
and surplus, to receive postal savings funds to the same 
extent on a par with other Government depositories, 
and even to engage in general banking business. But 
their chief power lay in their right to issue debenture 
bonds against rural real estate mortgages for a period 
not exceeding thirty-five years. Bonds were to be 
issued only against loans running for more than five 
years. The bond issue was limited to 15 times the 
capital and surplus of each bank and was to be secured 
by first mortgages on farm lands located in the state 
where the bank was situated. An attempt was made 


2 H. R. 12,585, 63d Congress, 2d Session. 
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to give standing to the bonds by making them legal 
investment for time deposits of national banks and of 
savings banks in the District of Columbia and for trust 
funds and estates administered by the United States 
courts, and by providing that they might be used as 
security for loans from national banks to national farm 
land banks or to individuals. The value of the mort- 
gages was to be at least equal to the par value of the 
bonds outstanding. The rate of interest charged for 
the loan should not exceed the rate on the bonds by 
more than 1%, which should cover all administration 
charges. The bill also prescribed the purposes for 
which loans might be secured: (a) to “‘ complete the 
purchase of agricultural lands mortgaged; (b) to im- 
prove and to equip such lands for agricultural purposes; 
and (c) to pay and discharge debts secured by mort- 
gages or deeds of trust on said lands.’”’ Loans were not 
to exceed 50% of the value of improved farm lands, or 
40% in the case of unimproved land. The appraise- 
ment was to be made by a committee of three, appointed 
by the board of directors from their own body. 

Numerous other bills were also introduced at about 
the same time as the Moss-Fletcher Bill, among which 
the Bathrick bill deserves attention. This provided 
for loans by the Government, at a rate not to exceed 
44%, to farmers direct or through farm credit associa- 
tions which should become surety for all mortgages 
made through them. The Government was to borrow, 
at a rate not to exceed 34%, the funds to be used for 
this purpose; and the distribution of such funds was 
to be made by a bureau to be established in the Depart- 
ment of Agriculture. 

Extensive hearings on the Moss-Fletcher Bill were 
held, during which the impression gained ground 


1H. R., 11,897. 








AGRICULTURAL CREDIT 743 


among members of Congress that this was not radical 
enough to satisfy the farmers, that it was a bankers’ bill 
drawn in the interest of the lenders rather than of the 
borrowers, and that it was inadequate to afford the 
needed relief. It was claimed that the Bathrick Bill 
had the support of the farmers’ organizations. The 
hearings also brought out the fact that the Moss- 
Fletcher Bill by no means met the unanimous approval 
of the members of the Commission.' The upshot of the 
matter was that the Moss-Fletcher Bill was withdrawn 
and the Committee on Banking and Currency gave out 
the statement that an expert had been summoned to 
draw a new bill. This was subsequently introduced 
under the name of the Federal Farm Loan Act.’ 

The Federal Farm Loan Bill differed radically from 
its predecessors. It aimed to create a system analogous 
to the newly established federal bank system. Its © 
administration was placed under the control and direc- 
tion of the Federal Reserve Board, which was to appoint 
a Farm Loan Commissioner. Any number of natural 
persons not less than five might form a National Farm 
Loan Association, whose application for a charter must 
be passed upon by the Farm Loan Commissioner. The 
capital stock of such an association should not be less 
than $10,000; and this stock might be taken on the 
Building and Loan Association plan. The codperative 
principle was also recognized in the provision that loans 
should be made to shareholders only. The association 
was to have the power to make loans on first farm 
mortgages only, the rules governing the making of 
the loans following the general lines of the Moss- 
Fletcher Bill except that no power to issue bonds was 


1 Those members of the Commission who were opposed to the bill subsequently 
issued a minority report stating the reasons for their opposition. 


2 H. R., 16,478. 
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granted the association and that appraisal was placed 
in the hands of the Farm Loan Commissioner. 

The Federal Reserve Board further was to establish 
as many Federal Land Bank Districts as there are 
Federal Reserve districts. In each one of these districts 
there should be organized a Federal Land Bank, with 
nine directors, three appointed by the Board, six 
elected by the farm associations. Each association 
must subscribe for at least $1000 of capital stock of 
the Land Bank and each Land Bank must, before begin- 
ning business, have at least $500,000 in capital stock. 
In case a bank failed to get this amount subscribed “‘ it 
shall be the duty of the Secretary of the Treasury to 
subscribe the said unsubscribed balance.”” The Land 
Banks (not the associations) were to have power to 
issue, subject to the approval of the Federal Reserve 
Board, and to sell farm loan bonds at a rate of interest 
on such bonds not to exceed 5%. The trustees of the 
postal savings banks were directed to employ in the 
purchase of farm loan bonds, if they could be obtained 
below par, the funds withdrawn from postal savings 
depositories; and they might use their discretion in 
purchasing them at par. It was further provided that 
the Secretary of the Treasury, on application from one 
or more of the Federal Land Banks, should purchase 
from the Land Banks farm loan bonds not previously 
issued or sold, in an amount not to exceed $50,000,000 
in any one year. Varied and far-reaching powers of 
supervision were given to the Federal Reserve Board. 

This bill should have met the approval of those who 
believed that the Moss-Fletcher Bill did not go far 
enough. It was certainly not a bankers’ bill, because all 
chance for private initiative and all possibility of profit 
were shut out. Moreover, there was a superabundance 
of Federal supervision and financial assistance. But 
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this Federal assistance was made dependent on the 
formation by private initiative of farm loan associations 
and the bill carefully removed all incentive to such 
action. 

The Administration, however, soon let it be known 
that it was unalterably opposed to the granting of 
financial aid by the Federal Government, and all 
attempts to put through a rural credits bill were 
abandoned for the current session. 

A perusal of the numerous bills presented and of the 
voluminous reports of the hearings must convince one 
that there is an utter lack of adequate information as 
to the actual credit needs of the farmer and of the 
extent to which existing agencies are supplying them. 
And moreover, when one studies the measures in detail 
he discovers that instead of profiting by the experience 
of Europeans our legislators have proposed measures - 
which these have avoided or abandoned. Credit 
agencies in great variety have come into being in the 
United States to meet the demands of an undeveloped, 
unstandardized agriculture. The evils of this lack of 
credit organization have been greatly exaggerated, but 
the time has probably come for more organization. 
Such organization must, however, be attained gradually, 
and adapted to the peculiar conditions of this country. 
European methods must be used with caution. It is 
exceedingly doubtful, for example, whether the deben- 
ture bond system is feasible for any considerable part 
of the country. If European experience has anything 
to tell us about state aid, it is “‘ Beware,”’ 

While there is need of federal legislation, the bills thus 
far introduced have provided for too much centralization 
and too much federal interference in a country as large 
as this and with such varied conditions. A general 
plan of organization for the entire country is requisite; 
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but it should be left to the individual states to deter- 
mine the practical details of administration and control. 
The conditions of agriculture in this country do not 
warrant special legislation, such as has been proposed, 
limiting the operations to agricultural land; nor are the 
farmers asking for it. Not only does such legislation 
do violence to our political sense, but in this particular 
case it would defeat its own end. 

In the final analysis, the solution of the problem of 
rural credit is in the hands of the farmers themselves. 
They must put their business on a more efficient basis 
and must learn to work together for their mutual inter- 
est. The former is a problem of farm management, the 
latter, one of rural organization. That the short- 
comings of the American farmer in both these fields have 
at last been forced on the attention of the nation is 
evidenced by the many praiseworthy efforts which are 
now being put forth by so many agencies to remove 
these obstacles in the way of agricultural progress. 


JESSE E. Pope. 




















A CONTRIBUTION TO THE THEORY OF 
COMPETITIVE PRICE 


SUMMARY 


The method of stating the laws of competitive price, 747. — Eco- 
nomics as a theory of limits, 750. — The factor of time, 751. — Fixed 
capital and joint cost, 754. — Price is indeterminate, 755.— Capital 
with limited mobility, 760. — Factors affecting extent of price cutting, 
762. — Agreements and potential competition, 767. — Conclusion, 770. 


In formulating economic laws, the student has the 
choice of two policies. He may make the statement in 
the simplest terms, leaving out most of the disturbing 
elements, which must then appear as forces causing © 
variations from the standard. Or he may so state his 
law as to include as many of these disturbing elements 
as possible, thus sacrificing simplicity, but gaining in 
completeness, and cutting down the number of necessary 
exceptions. Such a formula includes automatically the 
simpler cases covered by the other type of statement. 
Thus the physicist’s parallelogram of forces needs no 
readjustment in the limiting case of two forces acting in 
the same line, and our mathematical friends frame an 
equation for the ellipse which simplifies itself automat- 
ically when the two foci coincide and the ellipse 
becomes a circle. This type of law is characteristic 
of the more exact sciences, while students of economics 
still seem to prefer treating the ellipse as an exception to 
the circle rather than the circle as a simple form of 
ellipse. We are too easily content with treating incon- 
venient facts as exceptions to static law, rather than 
earnestly undertaking to unearth the laws that govern 
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these facts — laws which must contain the static law 
as the ellipse contains the circle. 

It is hardly necessary to say that this implies no criti- 
cism of the abstract method of static theory within its 
proper field. None will deny that it is “ necessary for 
man with his limited powers to go step by step, breaking 
up a complex question, studying one bit at a time, and 
at last combining his partial solutions into a more or less 
complete solution of the whole riddle.” ! But it is the 
last step that costs. It takes resolution to go forth 
from the ease and beautiful simplicity of a well-formed 
hypothesis and struggle with amorphous facts. It 
takes more than resolution to win through to some 
degree of order and of truth. The question at issue is 
how to attack the problems of dynamic theory: what 
method to use in trying to bring order out of those 
phases of the actual world which the static hypothesis 
was not framed to cover. If one were to say that the 
same abstractions used in static theory would never do 
as a basis for dynamic studies he would rouse about as 
much interest as by stating that black is not white. And 
yet to many people “ theory ”’ seems still to mean “‘static 
theory ’”’ and dynamic studies seem sometimes in danger 
of degenerating into mere exceptions to static law. 

Even Marshall, who has said that ‘‘ every plain and 
simple doctrine as to the relations between cost of pro- 
duction, demand and value is necessarily false,”’ ? still 
keeps touch not only with the static method but with 
static conclusions. Shreds of discarded hypotheses still 
cling to his argument and he still gives us deviations 
from static law at points where we had reason to 
expect something more radical. 


1 Marshall, Principles of Economics, Book V, chap. v, § 12. 


. 2 Ibid. The writer’s own indebtedness to Marshall is so great and so obvious as 
hardly to call for acknowledgement in detail. 
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Is it possible that the loss of prestige from which 
economic theory has suffered comes partly from the vast 
number and importance of these exceptions? Where 
exceptions rule, the theorist is no better off than his 
opponent: he is reduced, if not to the level of the man 
in the street, at least to that of any educated and in- 
formed man of no special theoretical training. And 
if the exceptions grow, as they seem to be growing with 
the increasing complexity of business relations, what 
wonder if many economists turn aside from theoretical 
study ? All the more reason, then, for a determined 
effort to make room within the theories for as many as 
possible of the obstinate special cases and exceptions. 
The tendency of progress in our theoretical study is all 
in this direction. Thus the statement of the quantity 
theory of money with its blanket phrase “ other things 
being equal,” gives way to the detailed statement and 
quantitative study of the chief of these “ other things ” 
in the “ equation of exchange.’’ Could not the method 
of stating the law, or laws, of competitive price be 
developed in the same direction with advantage ? 

Men have a way of ignoring things until an extreme 
case forces them into the field of attention, then recog- 
nizing the one extreme case as an exceptional one, and 
finally discovering that all other cases are like it, to 
some extent. The economic peculiarities of specialized 
capitals and ‘“‘ general expenses ”’ furnish a case in point. 
We learned first that a railroad is not like a soap factory; 
the next step was to learn that a soap factory is more 
or less like a railroad, and that the things we thought 
peculiar to railroads are, in fact, wellnigh universal. 
The discovery of ‘‘ potential competition” as a check 
on trusts may lead to the further discovery that most 
competition is potential, active competition being 
limited in many fields by understandings and informal 


agreements. 








750 QUARTERLY JOURNAL OF ECONOMICS 


Economics as A THEORY OF LimITs 


The study of these facts is dynamic theory, and in 
approaching it, it may be well to “stop, look and 
listen ’’; and even to ask what economic theory really 
is before asking how dynamic theory is different from 
static. Economic theory is essentially a theory of 
limits. Strictly speaking and with a view to practical 
applications, it is not so safe to say that competitive 
price tends to equal the expense of production as to say 
that the difference between competitive price and 
expense of production tends to become smaller than any 
assigned quantity. Of course this depends on the 
assumption that the supply can be adjusted with infinite 
delicacy. If capital and labor can come and go in 
infinitely small instalments, it makes no practical 
difference whether we say “‘ price equals cost ”’ or “ price 
approaches cost as a limit ”’; and the static hypothesis 
furnishes these conditions by assuming perfect mobility 
of labor and capital. 

But when we cut loose from this assumption and 
begin to study “ dynamic disturbances and friction,” 
we enter a world to which the theory of limits can no 
longer be applied in the same simple way. Capital and 
labor are mobile, but not ideally so; they come and go 
under difficulties and in instalments of some size. 
Suppose a man trying to put just five pounds of water 
into a pail. He cannot do it exactly, perhaps, but he 
can come so near that he cannot measure the difference. 
But five pounds of potatoes? If he must put in at 
least five pounds, all he can be reasonably sure of is 
that he will not go over the limit by more than the 
weight of the smallest available potato. So it is with 
capitalistic production. Infinitesimals are clearly out 
of the question when the marginal increment of capital 
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consists in double-tracking a railroad or building a 
modern steel plant. Even a new grocery store or 
barber shop in a small town may make just as big an 
impression on the local market as the steel plant on the 
output of the nation. 

Aside from these facts, the chief peculiarity of dyna- 
mic theory is its dependence on time, in contrast to 
static theory, which is virtually timeless. Let us con- 
sider some of the simpler consequences of this fact before 
going on to the more complex problems of fixed capital 
and joint-cost production. And always let us keep in 
mind the attitude of the mathematician seeking an 
equation that will include under a single statement the 
ellipse as well as the circle. 


Tue Facror or TIME 


We have, apparently, several “ laws of normal com- 
petitive price.” In the case in which different units of 
output involve different expenses of production due to 
causes that are permanent and inevitable, we have one 
statement of the normal level of prices, and in the case 
in which different producers have, from avoidable 
causes, different expenses of production, we have two 
other statements. There is a short-time tendency of 
price toward the level of the expense of producing the 
article in question in the establishment of a rather 
inefficient producer who is, for the time being, the 
marginal one. And there is a long-time tendency of 
price toward the expense of the most efficient methods 
of production, which we consider the less efficient must 
imitate or be displaced by the enlargement of the 
superior establishment. 

These three laws can, if desirable, be included under 
the one statement that within any given period of time, 
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the normal price for that: period is equal to the highest 
unit expense that must needs be incurred in order to 
complete, at the end of that period, a rate of output 
large enough to bring the price down to the level of the 
aforesaid highest expense.' This form of statement 
may not be suited to the popular lecture platform, but 
it includes all three of the cases above mentioned, in 
a way that shows conclusively (if there were any 
doubt in the learner’s mind) that the laws governing 
these cases are not inconsistent nor even disconnected 
from each other, but phases of one principle. 

By “ normal price ” is meant a price such that if the 
actual price goes lower than the normal, some one can 
““make money” (or avoid loss) by doing something 
that will tend to raise it, and if the actual price is higher, 


1 The objection might be raised that the above method of formulating the law of 
Price exposes itself unnecessarily to the charge of circular reasoning which arises (mis- 
takenly) out of the undeniable facts that both selling price and marginal expense of 
production are variable functions of the same third variable, supply; while the direction 
and rapidity of changes in supply are a function of the difference between the marginal 
expense of production and the selling price. 

To put it mathematically, let P = price, S = rate of supply, 
EB = expense and 7 = time. 
Then P = f; (S) and E = fy (S) and also AS = f; (P — E) AT, an expression 
which we know goes to zero if S increases indefinitely. 
Or, if we put S;+AS; = S3, and 7; + AT; = T2 and substitute for AS), P and E their 
functional equivalents, we have S: = S; + fs § fi (Si) —f (Si) } $7 — Tif. 

If that be inviting the charge of circular reasoning, the difficulty is inherent in the 
facts, and we can gain nothing by shirking the issue under any form of statement. 
Indeed, if we do evade the issue, we are fleeing from a dragon 
which may devour other victims. We lose an opportunity to 
impale a fallacy which may be strong enough to discredit much 
perfectly valid reasoning. A 

Here is no more circular reasoning than would be involved in 
the mechanical explanation of the exact volume of air in the 
closed end of a curved tube (see diagram) after a given quantity 
of water has been poured in the open end. 

The volume of air depends on the p exerted, measured 
by the height of the column of water A B, which depends in turn 
on the law governing the manner in which the pressure of the air B 
increases in response to a reduction of its volume. But the appar- 
ent circularity of this reasoning does not prevent the water in 
the tube from finding a level, quite definitely determined by 
forces beyond its own control, a level which a physicist could 
calculate in advance with perfect accuracy. Nor is the writer 
aware that the physicists are cutting each other's throats over the 
rival claims of the column-of-water theory and the elasticity-of- 
air theory as explanations of the problem. 
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a similar “ economic force ”’ will be set to work whose 
effect must be to lower it. Therefore we must specify a 
period of time. Suppose that within a year’s time it 
will be impossible, without producing some cloth that 
costs 10 cents per yard to weave, to satisfy the demand 
of those willing to pay that much for the service of 
weaving. What matter if the best plants can do the 
work for 7 cents, and what matter if in ten years’ time 
these plants will have been enlarged and others will have 
copied their methods until the whole demand can be 
satisfied at the lower price ? What matter if there be a 
further tendency for the expense to fall still lower as the 
best methods are improved upon? It remains true 
that if, for any reason, the price be lowered below 
10 cents within the year, the forces of economic equilib- 
rium will act at once to raise it again to 10 cents, not 


to lower it still farther. This price appears to satisfy 


the requirements of “ normal price” so long as the 
calculations are limited to one year’s time. It would 
seem that in this case the force of competition, tending 
to bring price down to 7 cents per yard, is not nullified 
by obstructions, but rather reversed in its effect by the 
conditions which govern it. With reference to the ten- 
year period 7 cents per yard is the marginal expense of 
weaving, while with reference to a period of one year, 
10 cents per yard is the marginal expense. 

The static state knows no limits of time, and hence 
differences in costs do not exist for it, so far as they 
spring from innovations, or can be eliminated by 
imitation, or by the absorbing of weak enterprises and 
the extension of strong ones. The only differences to be 
recognized by static theory are permanent ones.!' The 

1 Hence the application of the above law to a static state is much simplified and 
quite obvious. This is equally true, whether we do or do not choose to count rents and 


royalties among the expenses of rgoduction. Cf. Marshall, “ Principles of Economics, 
Book V, chap. v. 
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student of actual conditions, however, is dealing with 
disturbances where time, and the speed with which 
actions and reactions occur, is of the utmost impor- 
tance. The rate at which demand can grow, the periods 
over which it fluctuates, the time needed to enlarge, 
reduce or improve the facilities of production, and even 
the speed with which a reduction of price reacts on the 
amount sold — all these facts are grist for his mill. He 
must study everything in terms of time. 


Frxep CaPITAL AND Jornt Cost 


The most obstinate cases remaining outside the law 
of price as thus formulated are those of joint-cost pro- 
duction, either of different articles or of different units 
of a homogeneous output,’ especially where the joint 
outlay represents an investment of highly specialized 
capital. Are these facts to be treated as mere distur- 
bances and their effects measured as variations from a 
static norm, or can a law be framed broad enough to 
include them ? 

In the first place, the writer doubts if even a station- 
ary state would be free from the effects of such phenom- 
ena, if we were to imagine such a state developed out 
of the present condition by stopping the processes of 
change and giving the factors of production unlimited 
time to find their level.? Some forms of capital cannot 
be shifted without loss, no matter how much time is 
allowed for the piecemeal transfer of the depreciation 
fund; a railroad embankment, for instance, or a tunnel. 


1 The writer does not insist on this extension of the term “ joint cost.’’ The reader 
may, if he chooses, think in terms of prime cost and supplementary costs or of fixed and 
variable outlays, and the argument will be unaffected. Believing that the same 
hether the product is one thing or many, the writer feels that it 





m8, 


principle g: 
would promote clear thinking to let this unity appear in the terms used and so he pre- 
fers one word to cover both cases. 

2 This is not just the assumption of the perfect “‘ static state,” though it has been 
used sometimes for illustrative purposes as a working approximation. 
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Moreover in any large industrial plant, as well as in a 
railroad, the depreciation account is managed with 
reference to keeping the value of the plant undiminished 
in its original use and in continuous operation — not 
with reference to scrapping the entire outfit at some 
time and building new. There is no moment in the 
normal career of a large manufacturing plant when it 
goes to pieces like the one-hoss shay, and the deprecia- 
tion accounts are not accumulated with any such 
catastrophe in view. As a result, they would not be 
large enough at any time to rebuild the establishment 
entire, scrapping the original equipment and getting 
out without loss. Therefore in such cases producers 
would find it better to endure even permanently a loss 
of some part of the usual rate of income on their capital, 
rather than undergo the loss of a larger part of the value 
of the capital itself in shifting it to some other enter- 
prise.! 


PricE 1s INDETERMINATE 


Thus even in the longest of long runs we should be 
compelled to admit that, in some cases, price would be 
indeterminate between two levels, one high enough to 
attract new capital and labor into the business, and 
another lower level, at which some of what is already in 


Exception may be taken to this form of statement by those who hold that capital 
is nothing other than earning power capitalized. Obviously, if this terminology be 
dopted the foregoing arg possible nm its present form. But if the 
relation of expense to price is to have any meaning at all, the term ‘‘ expense ” must 
have some reference to the actual outlay involved in investment, and the result of 
changing the definition of capital would only be to shift the real issue over to the 
question of the normal relation between the earnings of capital and the expenses of 
reproducing it. And under this terminology, the entire argument of this paper could, 
if 'y, be ithout losing any of its validity. The question at issue is in 
part the same that is treated on pp. 285-288 of Professor J. B. Clark’s Essentials of 
Ecqnomic Theory. 

For the purposes of the present study, which is primarily from the individualistic 
standpoint, we may assume a rate of interest, and not undertake here the solution 
of the objection that the cost of reproducing capital includes i on other capital. 
This paper is not a study of the theory of interest. 
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would be forced out. For we must admit that a certain 
amount of excess producing capacity might continue 
indefinitely. It is only by virtue of assuming a demand 
that grows, but never shrinks, that the economist can 
say that “ price tends to equal the expenses of pro- 
duction, including interest on investment.” 

Even Marshall’s argument proves no more than this, 
tho it appears to carry much farther. If we look for an 
exact definition of the expenses of production which 
govern normal price, we become involved in a confusion 
quite foreign to Marshall’s usual reasoning. At one 
point we read “ the marginal supply price is that, the 
expectation of which in the long run just suffices to 
induce capitalists to invest their material capital.” ! 
Obviously, it is growing investments to which this 
statement applies. But two pages farther on we read: 
““ Price must be sufficient to cover the expenses of pro- 
duction of those producers who have no special and 
exceptional facilities; for if not they will withhold or 
diminish their productions and the scarcity of the 
amount supplied, relatively to the demand, will raise the 
price.  Again:* “Supplementary costs are taken to 
include standing charges on account of the durable 
plant . . . they must be completely covered by it 
(selling price) in the long run; for if they are not, pro- 
duction will be checked.”’ Apparently these costs are 
taken as identical with the “ marginal supply price ” 
of new investments, cited in the preceding paragraph. 
But farther on we read:* “For the capital already 
invested in improving land and erecting buildings, and 
in making railways and machinery, has its value deter- 
mined by the net income (or quasi-rent) which it will 
produce; and if its prospective income-yielding power 

1 Principles of Economics, 5th ed., p. 497, cf. p. 359. 

2 Ibid., pp. 359-360. * Ibid., p. 593. 
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should diminish, its value would fall accordingly and 
would be the capitalized value of that smaller income 
after allowing for depreciation.”’ Accepting this last, 
supplementary costs become equal to whatever the 
business can earn over prime costs, and the minimum 
limit on price turns into a vanishing quantity. 

If the value of invested capital is derived from its 
earning power, obviously there is no meaning in the 
statement that the price of the product is governed by 
the necessity of earning the current rate of interest on 
the value of the capital. And if the “ interest ” which 
governs the selling price is the interest necessary to 
attract new investments of capital, obviously it will 
only be effective in a condition of growing demand. 
Marshall sees that if price is governed by expense the 
governing expense must include no land rent, else there 
is circular reasoning.? Apparently he does not appre- 
ciate the consequences of the fact that he has himself 
placed standing investments of capital on the same 
footing as land and thus ruled their earnings out of the 
category of marginal expenses of production. 

So much for the question whether price may remain 
permanently tuo low to pay interest on the full amount 
of the investment, if some of that investment is irre- 
vocably fixed. 

But in actual business the important question is not 
whether capital can move without loss if an indefinite 
time is allowed, but whether it cart move fast enough to 
keep pace with the fluctuations of business. And a 
very great part of business capital is fixed with sufficient 
permanence so that all it can do in a period of depres- 
sion is to wait for the turn of the wheel. With respect 


1 This statement does not of course allow for the fact already mentioned that 
renewals have “ supply prices "’ like new investments, so that the ‘‘ depreciation fund ” 
may be shifted from an unprofitable enterprise. 

2 Op. cit., p. 499, cf. p. 593. 
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to the periods covered by the fluctuations of prosperity 
in individual businesses, or by our more or less regular 
cycles of general activity and stagnation, such capital 
is fixed. The result is that the most pessimistic 
investor cannot withdraw such capital from a business, 
once it is in, while the most optimistic can always put 
in more. The level of such investments is like the 
maximum indicator of a self-recording thermometer. 
During considerable intervals it stands as a monument 
to the warmth of past enthusiasms, the summit of past 
hope. Thus periods of excess producing capacity are 
normal to modern business even tho the capacity is not 
too great for the demand of active seasons. This is 
true of so many businesses that it begins to appear 
virtually a universal condition varying only in degree. 
The structure of an ordinary retail store is fixed capital, 
while the fact that joint outlays affect the price problem 
even in retail trade is evidenced by the discrimination 
and higgling that are the vexation of the tourist in 
Europe and the chief business in life of the bazaar 
trader of the Orient.’ 

The typical example of capital which must be held 
partly idle through regularly recurring periods of slack 
demand is the plant of an electric light and power 
company, which must be in “ readiness to serve” a 
“ peak load ” far greater than the average consumption, 
and which cannot store its service, even fora day. Of 
course the times and seasons of the daily and yearly 
changes in demand can be pretty well calculated, 
making the problem much simpler than that of business 
cycles and other fluctuations of an irregular sort. And 
of course the problem of charges for electricity is not 
the problem of competitive price. But the bottom 


1 As a further instance of the effects of joint cost, the writer recently found that a 
firm was selling the same grade of candy for 35 cents per pound, in bulk, or 55 cents per 
pound in boxes. Rather an expensive box ! 
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facts of the situation are the same. Public service com- 
panies make low rates for current taken at times of the 
day when demand is slack, to encourage a more steady 
and therefore more efficient use of the plant. The 
United States Steel Corporation has attempted the 
opposite policy of “ steadying ”’ prices. Competition, 
again, tends to lower them sharply in slack seasons. 
Which is the wisest plan ? It is a suggestive comparison. 

To what level, in these circumstances, does active 
competition tend to bring prices? If prices are above 
the total expense of production in marginal establish- 
ments ! there is an obvious force set in motion to lower 
them. To be sure, if business men were perfectly 
rational and ideally well-informed, they would not tie 
up capital in new fixed plants * unless the returns more 
than covered the outlay over the whole period of one 
of our business cycles. But then, if business men were 
all thus prescient, the great cycles would not happen. 
If we assume the cycles, we must also assume their 
causes, so far as we know them, including as one of 
these the behavior of the business man who invests as 
long as prices more than cover outlays, even tho it be 
at the high tide of prosperity. Under active competi- 
tion, price tends to be not higher than the expenses of 
production, in the sense that if it does go higher, a 
force is set in motion to lower it. 

When we come to the forces tending to raise prices 
when they have gone unduly low ahd to study the level 
at which these forces begin to act, the problem is more 
complicated. Assuming active competition and no 
collusion of any sort, we may say that even when unused 
capacity sends prices below the cost level, competitive 


1 Defined with reference to the period of time in question, as stated on p. 751 above. 


? Fixed, in the sense that they cannot be shifted without serious loss within the 
period of a single swing of the pendulum of business activity. 
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policy shows no force acting definitely to reduce the 
excess supply, until they go below the level that affords 
no return on the specialized plant but merely covers the 
variable expenses, including interest on such capital as 
can be shifted without loss within the time limits of the 
problem. This capital would be, roughly, the same 
that is commonly classed as “‘ working capital” by 
businessmen. At this point some plants must needs be 
partially or wholly closed, and the fall in prices checked, 
tho it might not be stopped until some establishments 
well above the margin had temporarily closed down, the 
price going below their variable expenses.' Indeed, if 
the fall in demand be only sharp enough, there is no 
assignable minimum for the temporary fall in prices, 
short of the variable expenses of the most efficient 
producers. 


CAPITAL WITH LIMITED MoBILITY 


Some further refinements might well be added to this 
statement. In the first place, it fails to take into 
account the fact that some capital is strictly fixed, while 
some could be moved with a certain loss to the owner. 
For capital of this latter sort, earnings could never 
quite reach the zero point without an exodus that would 
be somewhat less disastrous than a shutdown. To 
include all varieties of capital under a general state- 
ment, we might say that the minimum would be set at 


1 Strictly speaking, even the permanent downward tendency of prices would not 
be entirely stopped if there were so much difference between the efficiency of the 
poorest producer and the most efficient ones that the latter could earn profits well 
above the general rate on their investment while the former was earning nothing at all 
above maintenance on his. A producer as inefficient as this, however, could not be 
even a marginal producer by the definition here adopted, but would be already below 
the margin, defining the latter with reference to a period of, say, five years or more. 
In such a case the “‘ tendency to minimum cost” would operate unmodified. But a 
more typical condition in periods of depression is that in which even the best producers 
are not making profits enough to tempt them into extending their operations on a large 
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the point where the loss of earnings of the whole enter- 
prise (measured from the general rate as a standard) for 
the period covered by the calculations of the more 
foreseeing of the entrepreneurs in question, should be 
equivalent to the loss in the value of the capital result- 
ing from a hasty transfer, plus the unavoidable loss of 
earnings in the interval before the transfer could be 
made complete. As the accuracy of this statement is no 
greater than the estimates of the future on which it all 
depends, it would be more curious than profitable to 
reduce it to a mathematical formula. 

Moreover, the statement only applies in case the 
level of price as thus determined is high enough to 
afford some return to the more or less fixed capital. In 
practice, if the business men in question carried their 
calculations no farther ahead than, say, six years, 
assuming that by that time there would be a recovery _ 
from the depression in which they found themselves, 
and if the capital in question would lose 12 per cent of 
its value if transferred in four years’ time or 24 per cent 
if transferred in two years, and if the rate of return be 
taken as 6 per cent, such capital might as well stay 
where it is and endure a total loss of earnings for the 
full six-year period. And if entrepreneurs were more 
optimistic as to the prospects of recovery, they might 
keep their capital in the business even tho it were much 
more mobile than these figures represent. Thus we 
find that in practice the first rough statement of the 
law is near enough to accuracy, for an equation one 
side of which depends on business men’s power of 
prophecy. 

Another complication arises from the fact that the 
waves of prosperity and depression have their effect on 
the cost of production itself. Running at part capacity 
raises unit costs. But this is chiefly because the bur- 
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den of joint outlays becomes heavier, and the greatest 
part of these have already been taken into calculation. 
Part of the loss may be borrowed from past or future 
through temporary economies in maintenance. What is 
left may be offset against the other kinds of losses in effi- 
ciency that arise from over-activity,! and the resultant 
may fairly be ignored. If it could be calculated in any 
given case, the result would be merely to increase or to 
minimize somewhat the quantitative variation in prices 
from one period to another, without affecting the quali- 
tative statement of the forces that determine prices at 
either time. 


Factors AFFECTING EXTENT OF PRicE CUTTING 


But is there no way of judging how far toward this 
minimum limit the price is likely to fall in any given 
case ? One statement would be that the price must fall 
in response to a falling-off of demand until all the pro- 
ductive capacity is at work which can earn anything 
above variable expenses at the new price-level. But 
common experience testifies that mills begin running at 
part capacity long before prices reach this level. 

The statement is hypothetical, based on the implied 
assumption (among others) that a cut in prices, no 
matter how small, will at once enable the producer who 
makes it to take custom away from his competitors and 
so must necessarily enlarge his net earnings if he had any 
at all to start with. The corresponding assumption of 
the static law of price has no need to specify any rate 
at which business can be captured, for static theory is 
timeless. But to make valid a parallel conclusion in 
dynamic theory, the premise must be specific as to time. 
If new business is slow in coming in, after a cut in prices, 


1 Discussed in Mitchell, Business Cycles. 
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the immediate result will be a falling off of revenue, not 
an increase. 

Obviously, it is not possible to transfer the allegiance 
of customers in an instant by any cut, no matter how 
small, in prices. Some approach to this would be pos- 
sible in articles of standardized quality easily tested, 
where competition centers in price. But wherever the 
buyer’s opinion of quality is important, and cannot be 
verified before every purchase, it must depend on past 
experience and on advertising, and furnish an inertia 
too great to be quickly overcome by minor changes in 
the price of one or the other brand of commodity. The 
only customers who would be attracted would be those 
who were hesitating already; not those who had fairly 
strong opinions as to the relative merits of their favorite 
make of article. For such articles, any serious attempt 
to take business away from competitors involves the - 
time and expense of an advertising campaign. But a 
period of depression is not the time when expensive 
tactics of this sort are much indulged in. Therefore 
producers of this kind of goods will probably rely 
merely on the customary channels of advertising and 
can expect only a relatively slow response to any cut in 
prices. And in proportion as the gains are slow in 
coming in, the prospect of retaliation must loom larger 
and the motive to price-cutting be weakened. 

Another element affecting the extent of price-cutting 
is the fact, so far disregarded, that’ bankruptcy awaits 
those who fail to cover not merely the variable outlays 
but interest on bonds and notes as well. It is true that 
a receivership does not necessarily end the competition 
of a corporation, even tho it can never earn the full 
interest contracted for. And for purposes of static 
theory we may be justified in regarding interest on all 
capital as included in the expenses of production and 
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ignoring the different forms of ownership or credit 
obligation under which it is held. But the prospect of 
@ receivership may have a very decisive effect on the 
immediate policy of any business manager, tho it works 
in devious ways that are hard to fit into any formula. 
Under one set of circumstances it might operate to 
check price-cutting and under other conditions it might 
precipitate a war. A producer whose solvency is in no 
immediate danger will be loth to begin a struggle which 
may end by sending prices no one knows how low. He 
will rather bear the evils that he has than fly to others 
that he knows not of, and will allow his plant to run at 
part capacity. But the dangerous man is the one who 
cannot adopt the Fabian policy without defaulting pay- 
ment of his obligations. Perhaps his running expenses 
are high or he has mortgaged his property too heavily, 
or, worse still, he is called on to repay short-time loans 
which he has counted on being able to renew. In such 
a situation he cannot weigh the chances of retaliation; 
the prospect of renewed prosperity in a few years has no 
meaning for his present need. He will not even be 
deterred by the uncertainty whether he can enlarge his 
sales fast enough to save himself, any more than the 
uncertainty whether he can swim ashore or not will 
deter a man from jumping into the water if his boat is 


If we can generalize at all as to this situation, it must 
be in the most indefinite terms. We may say that if the 
most efficient producers have borrowed conservatively, 
and the least efficient have been more reckless, the latter 
may go into receivers’ hands without involving the 
leading establishments in anything that would amount 
to cut-throat warfare. But if there are among the 
efficient some who have used credit incautiously, the 
liability to heavy price-cutting is much increased, 
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especially if the plants of less technical efficiency have 
avoided the financial drag of heavy fixed interest 
charges. 

It is thus not possible to say definitely that the 
behavior of prices is governed solely by the extent to 
which the demand has fallen off. But it is none the less 
obvious that this fact is the prime cause at work, and 
that those industries will suffer the greatest losses in 
which, beside the fact of highly specialized equipment, 
there are great fluctuations of demand. Probably the 
greatest fluctuations occur in the demand for durable 
capital goods, while luxuries take second place. 

A further disturbance confronts us when we realize 
that the rock-bottom prices may not be made on all of 
the output, but higher ones may be charged in such 
sheltered nooks of the market as are not open to the full 
fury of the competitive struggle. Discrimination is one’ 
normal result of these conditions, wherever the nature 
of the product, the situation of markets, and the legal 
and ethical standards of business conduct are such as to 
permit it. However, as it depends on some parts of the 
market being sheltered, and so not fully competitive,! 
we are justified in excluding it from our type-case and 
giving it separate treatment. 

We may note in passing, however, that the smaller 
the proportion of his business that is exposed to cut- 
throat competition, the more free a producer is to cut 
prices without fear of bankruptcy. If his necessary 
interest charges are assured by customers for whose 
business he need not fight, he may cut prices freely to 

1 This does not imply anything worthy the name of monopoly; merely local dif- 
ferential advantages oi one sort or another, chiefly due to freight rates. These might 
be brought under the general theory of competitive price on the principle that active 
competition at Kokomo means potential competition at Pittsburgh, with the handicap 
of transportation costs weakening its effect. If the Kokomo price is a cut-throat price, 


the ‘Pittsburgh price may yield more or less than a fair average return to the Pittsburgh 
, depending on the t of protection the costs of carriage afford him. 
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get other business, down to the level of variable ex- 
penses. But if his competitor is less fortunate, and is 
forced to compete actively for all or most of his trade, 
he cannot cut prices as low as this without going bank- 
rupt, unless he happens to be entirely out of debt. 
Thus size is an advantage, apart from productive 
efficiency, and a big concern may drive to the wall a 
smaller one which is equally efficient, without ever 
cutting prices so low that they yield no return over the 
variable expenses of the business; for the smaller pro- 
ducer, whose costs may be just as low, cannot afford to 
cut prices all the way down to them. In view of these 
facts, the statement that the “ trust loses money in one 
place and makes it up in another ”’ is hardly an accurate 
description, as the trust may not be really losing money 
anywhere, merely charging what the traffic will bear at 
every point. 

To sum up, then: the extent of price-cutting depends, 
among other things, on the variability of the demand, 
the situation of both weak and strong producers with 
regard to credit obligations, and the nature of the prod- 
uct — whether such that competition centers chiefly 
in price, or in advertising, salesmenship and the build- 
ing up of “ good will.” In fact, it depends on so many 
things that it appears hardly worth while attempting 
to generalize further than to indicate the determining 
factors, leaving any special cases to be studied with 
whatever aid these general guide-posts may furnish. 

So far as active competition goes, then, prices would 
seem to be indeterminate between the two levels sug- 
gested. It will be noted that this indefiniteness van- 
ishes if the element of specialized capital invested for 
the business as a whole be eliminated. As this disturb- 
ing element gets smaller, the two levels approach each 
other, meeting in those rare cases usually taken as 
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points of departure in considering the law of price, 
viz: those in which unit costs are calculable, and either 
uniform or else governed by the law of diminishing 
returns. 

But if normal competitive price is indeterminate over 
a zone which lies entirely below the level of expense of 
production, how can business continue ? In the first 
place all that is claimed is that if price does go above this 
level, that fact starts in motion a force acting to lower 
it; a force that necessarily takes time to work and might 
be prevented from ever attaining its result if progress 
went on without a check. Progress — growth of 
demand and improvements lowering expenses — is one 
saving grace in the situation. And it must also be 
remembered that so far we have only considered a state 
of ideally (or fiendishly) active competition, which is 
far from representing accurately the real state of busi- 
ness in these days of cosmopolitan friendships and 
long-distance telephones. 


AGREEMENTS AND POTENTIAL COMPETITION 


In practice, we observe that mills begin running on 
part capacity long before prices reach the low level sug- 
gested as a minimum limit. And we also hear of secret 
agreements, while tacit understandings are matters of 
common knowledge. In the steel industry there were 
the “‘ Gary dinners,’”’ intended to, meet the danger of 
cut-throat competition in a business whose producing 
capacity cannot help being in excess of the demand (at 
reasonable prices) for a considerable part of the time. 
And before that there were ‘“‘ unwritten laws ”’ against 
using idle capacity to invade the field of competitors. 
The indefinite nature of such practices defies deductive 
analysis, while the many disturbing elements preclude 
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accurate inductive tests. But the observer gains — 
shall we call it an impression ? — that these things are 
becoming more definite, regular and recognized, result- 
ing in a condition that is hardly active competition, a 
condition in which the real check on prices is that force 
to which the name “ potential competition ”’ has been 
given. This not merely in the case of trusts, but as a 
normal thing in the field of general industry. 

Is the effect of potential competition any more 
definite than that of the active variety ? Provisionally, 
we may say that so far as it operates at all, it tends to 
eliminate profits save to producers whose methods are 
at least reasonably efficient. The expense of establish- 
ing a new enterprise as a “ going concern ”’ is a handi- 
cap, which will always serve to weaken the force of 
potential competition and so protect the profits of the 
most efficient producers already in the business. There 
are reasons for believing, also, that a system of agree- 
ments checked by potential competition may not 
always prove the most effective guarantee of increasing 
what efficiency we possess. ‘Together with an obvious 
stimulus to improvements, it may also involve quite 
serious wastes. 

Latent competition must lose most of its force unless 
it sometimes become actual. No proverb says that the 
child who is told that his older brother was burnt, 
dreads the fire. But what if these bursts of active 
competition end in merely initiating one new member 
into the circle and again agreeing on prices that will 
prevent any new intrusions for the time being? If the 
old price was higher than active competition would 
have brought about, there must have been some spare 
capacity already in the business — a condition which 
the new arrival would aggravate without suffering 
from the painful corrective of a disastrous fall in prices. 
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If periodical over-investment is normal to a state of 
active competition, may not over-investment in such a 
case as this be, not periodical, but chronic? In this 
new state there is little room for elimination of the unfit 
save in the most extreme cases. But there is no surer 
guarantee of inefficiency than a considerable number of 
producers, all working at part capacity and all earning 
at least interest on their investment. And this is a 
kind of inefficiency of which the prospective competitor 
could take no advantage for it does not spring from poor 
facilities for production, but from a wastefully large 
amount of them. Tho the existing plants, as run, are 
inefficient, no new enterprise could hope to be less so. 
In such circumstances is it not more nearly correct to 
say that the expense of production is raised to meet the 
price, rather than the price lowered to the level of the 
expense of production ? 

This form of waste probably has its best chance to 
operate subtly in mercantile business. Any one can tell 
if a factory is running on part time or running only part 
of its machines, and such a condition warns off possible 
invaders, but it is not equally obvious whether or not 
the middleman’s rooms and office force, and his facilities 
for handling and storing his stock, are being worked up 
to their full capacity. The retailer’s capacity is per- 
haps even more elastic, and the entrepreneur’s own time 
represents a general outlay which is usually important 
and is equally necessary for a smalk or a large volume 
of business. 

Moreover, understandings as to prices are supposed to 
be particularly prevalent among middlemen, while the 
relatively small capital needed to enter such business 
makes it especially easy for new competitors to enter. 
Wherever the manufacturer succeeds in fixing the final 
selling price and the dealers’ margins, we have a situa- 
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tion admirably calculated to multiply the number of 
dealers competing for sales at these fixed margins until 
earnings are reduced to a normal level by reducing the 
dealers’ average turnover. The American middleman 
is just now the target of the most serious accusations of 
inefficiency, beside which railroad rates and even crude 
farming methods sink into insignificance. Can these 
facts have any connection with each other, and if so, is 
this a case in which agreements have resulted in over- 
crowding the business with competitors and so reducing 
efficiency all around ? 


CoNCLUSION 


Summarizing now the main points in the foregoing 
argument, we may say that under dynamic (or actual) 
conditions, competitive price need not normally tend 
to equal expense of production, but may differ from it 
by some fairly definite amount. And we have seen 
that there may be different marginal expenses of pro- 
duction and different marginal producers corresponding 
to different lengths of time covered by the study in 
question. Taking fluctuations of demand as part of the 
“normal ” data of dynamic economics, and interpreting 
“‘ marginal expense ”’ and “ normal price ”’ in terms of a 
length of time no greater than the usual run of these 
business cycles, certain conclusions as to ‘“ normal 
price ” were reached. Price tends to equal the expenses 
of production only if demand grows continuously or 
if the expenses are none of them “‘ fixed.” In general, 
normal price under active competition is anything 
from the amount needed to cover total expenses in 
marginal establishments down to the level of “ prime ” 
or variable costs to the more efficient producers. 
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However, the typical condition in businesses of large 
fixed investment is not one of “ active competition ” 
in the strict sense, but is coming to be more and more a 
condition of tacit understandings if not agreements, in 
which the true force governing prices is that of “‘ poten- 
tial competition.””’ The latter does tend to bring the 
level of prices to the level of the total outlay involved in 
production, but the combination seems likely to pro- 
duce a certain amount of waste. With either kind of 
competition there is normally a temptation to discrimi- 
nation to be dealt with in times of slack demand, so 
long as there is a fixed capital investment to be remun- 
erated. 

Admitting that discrimination may: still best be 
treated as a variation from type in competitive business, 
especially as the law seems to be taking a more and more 
decided stand against it, may not the other disturbances - 
here treated be absorbed into the general statement of 
the law of competitive price ? One incidental result 
would be to throw new emphasis on the study of poten- 
tial competition and the need of better and more 
systematized knowledge of its operation and effect — 
a need which at present is becoming increasingly 
evident. 


J. M. Cuarx. 


AmuHERST COLLEGE. 
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LATER DEVELOPMENTS IN THE UNION 
PACIFIC MERGER CASE 


SUMMARY 


First attempt to dissolve the combination of the Harriman lines, 772. 
— Opinion of the Supreme Court, 773. — Second unmerging plan, 774. 
— Difficulties encountered in separating the Southern Pacific from the 
Central Pacific, 775. — Attitude of the Pacific Coast, 778. — The State 
Railroad Commission of California refuses to approve proposed leases 
and other contracts in California, 785. — Modified version of the second 
unmerging plan, 786. — Third plan successful, 787. — Distribution of 
Baltimore and Ohio Stock, 789. — Final outcome of the proceedings, 
790. 


In an article in this Journal for February, 1913, the 
writer discussed the decision of the Supreme Court in 
the Union Pacific Merger Case. Since that time there 
have been developments which justify mention. It 
will be recalled that the decree of the Supreme Court in 
the decision of December 2, 1912, called upon the Union 
Pacific to divest itself of the ownership of the Southern 
Pacific, altho it declared that nothing in the Court’s 
instructions was to be construed as preventing the 
Union Pacific from retaining the Central Pacific prop- 
erty from Odgen to San Francisco. In response to 
this decision the Union Pacific immediately prepared 
to distribute its Southern Pacific holdings among its 
own individual stockholders. The action was in ac- 
cordance with precedent in the Northern Securities, 
Standard Oil, and Powder cases, and there was some 
hope that it would be approved, in spite of the opposi- 
tion of the Attorney-General.! As it turned out, the 


1 The Attorney-General desired that the shares be distributed among the holders of 
Southern Pacific stock as well as among holders of Union Pacific stock. Reporters’ 
772 
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hope was without foundation. When the matter was 
submitted to it in December, 1912, the Supreme Court 
curtly declared the plan inadmissible. ‘ The ultimate 
determination of the affairs of a corporation,” said 
the Court, “‘ rests with its stockholders and arises from 
their power to choose the governing board of directors. 
After such distribution as is now proposed, the stock- 
holders of the Union Pacific Company may dominate 
and control not only the Union Pacific Company but 
the Southern Pacific Company as well.’ 

This decision made it necessary to revise the original 
project completely. At the same time the insistence 
of the Attorney-General that the Southern Pacific 
should dispose of the Central Pacific made it seem ad- 
visable to avoid further litigation by including a trans- 
fer of the Central Pacific Railway to the Union Pacific 
in the dissolution plan. The step was taken reluc- — 
tantly. It appears that the question was referred to 
eminent counsel, and that the Southern Pacific agreed 
to sell only when it had become convinced that the 
Central Pacific could not be retained, and on the assut- 
ance that the Attorney-General would bring pressure to 
bear upon the Union Pacific in order to compel that 
company to offer a satisfactory price. There is some 
reason to believe that the Union Pacific was more eager 
to buy than the Southern Pacific was to sell. Whatever 
the preference of the parties, the result of the negotia- 
tions appears in the second unmerging plan, approved 
by Southern and Union Pacific directors on February 6, 
1913. This plan had also the sanction of the Attorney- 
General.2. The Union Pacific now proposed to sell the 


Transcript of Testimony in Application 409 before the State Railroad Commission of 
California, pp. 158-159, Sproule, referred to hereafter as “‘ Transcript of Testimony.” 
See also a statement by the Attorney-General in New York Journal of Commerce, 
December 19, 1912. 

1 Transcript of Testimony, pp. 162-164, 195, Sproule; pp. 32-33, Lovett. 

2? New York Journal of Commerce, February 10, 1913. 
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1,266,500 shares of Southern Pacific stock in the treas- 
ury of the Oregon Short Line to stockholders both of 
the Southern Pacific and of the Union Pacific Com- 
panies. With the proceeds of $84,675,500 of this stock, 
less commissions and syndicate expenses, together with 
$14,065,441 in cash and $5,449,000 in Southern Pacific 
bonds, it offered to buy the 672,755 shares of Central 
Pacific common and the 174,000 shares of Central 
Pacific preferred owned by the Southern Pacific Com- 
pany. The price suggested was therefore in the neigh- 
borhood of $104,000,000, which was approximately the 
cost at which the stock stood upon the Southern Pacific 
books. Judge Lovett has said that he never expected 
to give so much,! and in fact a price equivalent to $123 
a share seems liberal in view of the quotations of other 
six per cent stocks at the time. The responsibility for 
the Central Pacific funded debt of approximately $200,- 
000,000 was assumed by the Union Pacific. This occa- 
sioned no disturbance of outstanding securities, except 
in the case of the Central Pacific four per cent, 35-year 
European loan of 1911. Unfortunately, however, cer- 
tain clauses in the indenture covering this issue caused 
a good deal of trouble. The loan was for 250,000,000 
francs, and had been floated in France in March, 1911. 
It was guaranteed by the Southern Pacific and was se- 
cured further by collateral. In order to protect their 
clients the French bankers who handled the issue had 

1 According to Judge Lovett the Central Pacific was not likely to be as valuable to 
the Union Pacific as it had been to the Southern Pacific because the latter company 
would divert traffic to the Sunset Route. (Transcript of Testimony, pp. 50-52, Lovett.) 
Only the grant of certain preferential rights in California and the fact that the Southern 
Pacific stock owned by the Union Pacific was tied up pending settlement induced him 
to consent. (Transcript of Testimony, p. 62, Lovett.) Mr. Schlacks, Vice-President 
of the Western Pacific, on the other hand, thought the Central Pacific a bargain at 
$104,000,000. He asserted that this sum, after adding outstanding bonds and deduct- 
ing treasury assets, yielded a price of about $100,000 per mile, which was about what the 
Western Pacific had cost to date. The Central Pacific, however, had larger facilities 


than the Western Pacific, better equipment, and a more fully developed territory. 
(Transcript of Testimony, pp. 317-318, Schlacks.) 
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stipulated that the Southern Pacific should not sell or 
pledge its holdings of stock in certain specified subsid- 
iary companies, including the Central Pacific, during 
the life of the bonds, nor lease, sell or merge the proper- 
ties named without their consent. Just one alternative 
was given: namely, that if the consent of the bankers 
was asked and refused, the Southern Pacific might after 
forty days declare the entire issue due and payable at 
the next interest date.' When the Southern Pacific 
decided to sell the Central Pacific it found these clauses 
in the way. An issue of refunding bonds could not 
have been sold early in 1913 except at a heavy discount. 
In an attempt to secure the French bankers’ consent to 
the separation of the Southern and the Central Pacific, 
the Union Pacific offered to give its own guarantee 
for the security of the European loan and to substitute 
Union Pacific for Southern Pacific collateral. When - 
this proved insufficient, it proposed a lease of the Cen- 
tral Pacific to the Union Pacific, and for these reasons 
such a lease became a feature of the second unmerging 
plan.” 

It was originally intended to pay for the Central 
Pacific stock by transferring to the Southern Pacific 
$84,675,500 of Southern Pacific stock held by the Union 
Pacific, along with the cash and bonds previously re- 
ferred to. But the fact that the Southern Pacific was not 
permitted to purchase its own stock under its charter, 
nor reduce its capital except in the manner prescribed 
by Kentucky statutes, made the exchange impossible.’ 
The price at which the Southern Pacific stock was offered 
to stockholders was 98.67 plus accrued dividends, and the 
sale was underwritten at the same price by a syndicate 

1 Article III, Sect. 3 of the indenture dated March 1, 1911. 


2 Transcript of Testimony, pp. 28-31, Lovett. 
§ Ibid., p. 11, Lovett. 
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managed by Kiihn, Loeb & Co. An essential feature 
of this plan was the grant of superior subscription rights 
to Southern Pacific stockholders. That is to say, the 
holder of every four shares of stock of the Union Pacific 
was given the right to subscribe for one Southern Pacific 
share, but the holder of every three shares of Southern 
Pacific stock was to have the right to subscribe for a 
similar amount. The preference thus accorded South- 
ern Pacific stockholders was deliberately intended to 
diminish the influence of the Union Pacific in the South- 
ern Pacific, by giving shareholders of the former a 
smaller holding of Southern Pacific stock than they 
would normally have acquired. On the assumption 
that all stockholders availed themselves of their sub- 
scription rights the stockholders of the Southern Pacific 
would have owned 71 per cent of its capital stock after 
the unmerging was completed, while those of the Union 
Pacific would have held only 29 per cent. 

It was realized at once by those familiar with con- 
ditions in the West that the proposed separation of the 
Central Pacific from the Southern Pacific raised prob- 
lems of unusual complexity. The two systems have 
been treated as a unit since very early days. They were 
originally financed. by the same parties, have been oper- 
ated as a unit in the same interest, have used the same 
equipment, and have drawn on the same funds for ex- 
tensions and improvements. The accompanying map 
will show how hopelessly intertwined their mileage has 
become. The Central Pacific in all the years since it 
was first built has never entered San Francisco over its 
own rails, nor reached any port along the Pacific Coast 
such as San Diego, San Pedro, Santa Barbara, Monte- 
rey, or Santa Cruz. It does not even possess the short 
line from Sacramento to Oakland, but controls only a 


1 Cf. Transcript of Testimony, p. 105, Lovett. 
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round-about route via Tracy and Niles. On the other 
hand, the Oregon lines are dependent upon the Central 
Pacific for connection with the Southern Pacific in Cali- 
fornia, and a quantity of Southern Pacific branches such 
as those from Raymond to Berenda, and Lodi to Valley 
Springs, are totally separate from the company which 
built them. 

The situation at the Oakland terminal is especially 
complicated. The ferry-boats which connect San 
Francisco with the western end of the main transconti- 
nental line at Oakland are owned by the Central Pacific 
Railway. The pier at which these boats dock is held 
by the Southern Pacific Company under a fifty year 
lease from the City of Oakland that expires in 1960. 
The steam railroad tracks upon the pier are owned by 
the Central Pacific Railway. For a space of something 
over 1300 feet east from the line of low tide these Central © 
Pacific tracks pass over land owned in fee simple by the 
Southern Pacific Company, to arrive at property sold 
by the old Contract and Finance Company to the Cen- 
tral Pacific Railroad in 1872. Beyond this, trains are 
operated over land held by the Western Pacific Railroad 
Company under an easement whichdates from 1870; and 
beyond this still comes land which the Western Pacific 
Railroad Company owns outright under deed of sale of 
1874.!_ Until two or three years ago the railroad officials 
themselves were ignorant of the extent of the tangle 
to which long continued common management of the 
Southern Pacific and the Central Pacific had given rise. 

In view of this mingling of ownership a certain num- 
ber of mutual concessions formed a necessary part of 

‘the plan to separate the Southern and the Central 
Pacific companies. These may be listed as follows: 


1 The Western Pacific Railroad Company which built the original line from Sacra- 
mento to Oakland should not be confused with the Western Pacific Railway controlled 
by the Gould interests. 
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(1) The lease for 999 years by the Central Pacific of 
its line of railroad from Tehama, California, to the Ore- 
gon boundary, to the Southern Pacific Railroad Com- 
pany at an annual rental of 5 per cent. 

(2) The sale by the Central Pacific to the Southern 
Pacific Railroad Company of the line of railroad, now 
partly completed, from Weed, in Siskiyou County, 
California, to Natron, Oregon. 

(3) The lease for 999 years by the Southern Pacific 
and the Southern Pacific Railroad Company to the 
Central Pacific of its line of railroad from Sacramento 
by way of Benicia to Oakland at an annual rental of 
23 per cent. This lease was to give to the lessee an 
equal joint use with the Southern Pacific Company and 
no other line was to be admitted to joint use without 
the permission of the Central Pacific. 

(4) The lease for 999 years by the Southern Pacific 
and Central Pacific to one another of the joint use of 
their respective terminals, including industry tracks, at 
all junctions of their respective lines within city limits. 

(5) The lease for 999 years by the Southern Pacific 
Railroad Company and the Southern Pacific to the 
Central Pacific of trackage and running rights over the 
lines of the former companies between Redwood City 
and San Francisco, for through freight trains only, at 
an annual rental of 5 per cent.’ 

In addition the leases of the Central Pacific and allied 
lines held by the Southern Pacific were cancelled as a 
matter of course. 

Under these arrangements the plan was not impracti- 
cable. The whole scheme, however, had to face deter- 
mined opposition on the Pacific Coast.2 This was based 
on the following considerations. 


1 In the matter of the Application of Central Pacific Railway Company et al. De- 
cision No. 477. Railroad Commission of California, p. 6. 
2 See, for example, the San Francisco Chronicle of February 6, 1914. 
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In the first place, it was alleged that the breaking up 
of one system into two would impair service and in- 
crease rates on local business. This traffic is heavy. It 
includes shipments of fruit from orchards to canneries, 
oil from the interior and coal from the seaports to con- 
suming points all over the state, lumber from Northern 
California and Oregon to the south, dairy products 
from the country to the cities, and merchandise in the 
contrary direction. It is observed by shippers that 
freight moving from a station on one system to a station 
on another already takes materially longer than freight 
sent an equal distance over one line. Similar differ- 
ences exist in passenger service. The rate expert for 
the State Railroad Commission has pointed out that 
trains to Bakersfield which move through Tracy, 
Lathrop, Modesto, Merced, Fresno and Goshen, using 
the Central Pacific to Goshen and the Southern Pacific 
beyond that town, would be sent through Tracy, Ker- 
man, Fresno, and Exeter, or through Tracy, Kerman, 
and Goshen, if restricted to the use of Southern Pacific 
tracks alone.! The particular example is badly chosen, 
in that the short line mileage from Tracy to Bakers- 
field over the Southern Pacific is only six miles 
greater than the mileage of the combined Southern 
Pacific-Central Pacific route. Yet some disadvantages 
there may be. Even a cursory study of the location of 
the Harriman lines in California shows that Central 
Pacific points on the east side of the San Joaquin valley 
are likely to find their connection with San Francisco 
impaired by a division of the system into two parts, and 
that Southern Pacific points such as Armona or Kerman 
will be unable to reach Santa Cruz or Monterey as 
easily as before. Nor can there be any assurance that 
service which is more expensive to render will not be 


1 Transcript of Testimony, pp. 425-426, Sanborn. 
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sold at a higher price. Mr. Sproule, indeed, pledged 
his company to oppose an increase in charge due to 
conditions arising out of the separation of the Southern 
Pacific and the Central Pacific;! but such a pledge is 
unsatisfactory security when greater costs are con- 
stantly tending to produce higher rates. 

Many people also believed that the separation of the 
Southern Pacific and the Central Pacific would not in- 
crease competition on interstate business to any notice- 
able extent. It was the opinion of the State Railroad 
Commission that the Southern Pacific would be so 
weakened by the loss of its feeders in Central California 
and by the passing of the line from Oakland to Ogden 
from its control that it would be unable to meet the 
Central Pacific north of the Tehachapi on equal terms.’ 
Doubtless the chief consideration here was the fruit 
traffic. Most of the oranges from points north of 
Fresno now move via Ogden and will continue to do so. 
The same is true of the deciduous and citrus fruit 
from Northern California. Mr. Sanborn of the Com- 
mission’s staff has testified that most of the fruit, de- 
ciduous and citrus, originating north of the Tehachapi, 
would use the Central Pacific rather than the Southern 
Pacific if the present combination were broken up.’ 
The Southern Pacific would suffer from the loss of this 
profitable traffic, and would be subject, in addition, to 
peculiarly severe competition from the Panama Canal 
on the business that was left. Certain clauses in the 
mutual concessions of the Central Pacific and the South- 


1 Transcript of Testimony, pp. 152-156, Sproule. 


2 “* The Central Pacific would have a line,’’ the Commission said, “ into all the points 
south of Tehama of importance except perhaps Woodland, and as far down the state as 
Goshen. It would come inte San Francisco over the Benicia route and would be able 
to go in by way of the narrow gauge line and the broad gauge line from Owenyo to 
Mojave covering about all the territory in the state." Transcript of Testimony, p. 36, 
Eshleman. 


® Transcript of Testimony, pp. 422-423, Sanborn. 
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ern Pacific seemed also likely to hinder competition on 
interstate business. This was particularly true of the 
lease by the Central Pacific and the Southern Pacific to 
one another of the use of their respective terminals, in- 
cluding industry tracks within city limits, and the grant- 
ing of traffic rights to the Central Pacific over the Benicia 
line from Sacramento to Oakland. A well informed rail- 
road man has estimated that seventy-five per cent of the 
business of a city like San Francisco is handled to and 
from industry tracks or team tracks, and only twenty- 
five per cent to and from the freight houses. As a 
long-established road, the Southern Pacific possesses 
valuable terminals in and about San Francisco, Oakland, 
San José, Fresno, Stockton, Sacramento, Marysville, 
and many other smaller places. It follows that so long 
as the Central Pacific, alone among transcontinental 
roads, has access to these properties, no new road enter- 
ing California is likely to do much business. 

A few illustrations will show the difficulties which 
a competing company, the Western Pacific, has al- 
ready had to face. The Southern Pacific accepts cars 
which come in over the Western Pacific for delivery at 
Southern Pacific industry tracks in San Francisco, 
but demands 7} per cent of the Missouri river rate, 
amounting to 15 per cent of Western Pacific earnings 
on traffic from the Missouri river, as compensation 
merely for its switching service. When the traffic 
originates at competitive points’ west of Colorado 
common points the switching charge becomes $7.50 
per car. Thus a car switched from an industry on 
a Southern Pacific industry track at Stockton and 
transported by the Western Pacific for delivery to an 
industry on Southern Pacific tracks at San Francisco 
pays $7.50 at each end, or a total of $15.00, which 
is as much as the carload rate from San Francisco to 
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Stockton on some classes of business. Nor is the switch- 
ing charge the only difficulty. On traffic from Colorado, 
Kansas, Nebraska, Texas, and Missouri River Terri- 
tory, which is delivered to the Southern Pacific by the 
Western Pacific at interchange points and which is 
destined to stations not served by the Western Pacific, 
the Southern Pacific exacts 23 per cent of the terminal 
rate as a division, plus any local arbitrary or rate added 
to the terminal rate in computing the charge to destina- 
tion. On traffic from towns east of the Missouri River 
the 23 per cent applies to the earnings west of the river.! 
Vice-President Schlacks of the Western Pacific has 
testified that the Western Pacific has to pay the South- 
ern Pacific 50 per cent of the terminal rate plus local 
charges in some cases in order to secure delivery at des- 
tination of freight which the Western Pacific has 
brought to California.t It is an interesting fact that 
the Western Pacific received only 54.3 per cent of the 
revenue west of Salt Lake City during the six months 
ending in October, 1911, on business interchanged with 
the Southern Pacific, altho it did 91.8 per cent of the 
hauling.? Shippers at San Francisco hope that even- 
tually the Chicago and Northwestern, the Burlington, 
the Rock Island, and other roads as well as the Western 
Pacific will build through to the coast. A far-sighted 
policy will hold the way open to them. Very much the 
same objections apply to exclusive use by one or two 
railroads of the Benicia cut-off, that have force when 


1 Memorandum of Interchange Arrangements between the Southern Pacific Com- 
pany and the Western Pacific Railway C y. Application 409, Railroad Commis- 
sion of California, Western Pacific Exhibit No. 1. 

2 Transcript of Testimony, p. 295, Schlacks. 

3 Application 409, supra cit. Western Pacific Exhibit No.4. When the Harriman 
interests prepared the second unmerging plan a thought it wise to provide explicitly 

















that existing divisions should not be reg: dents or otherwise taken into 
account in the adjustment of new divisions ace the Central and the Southern 
Pacific. Transcript of Testimony, p. 54, Lovett. 

Wheeler, Wm. R. Transcript of Testimony, pp. 405-406. 
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free access to San Francisco industry tracks is under 
discussion. The cut-off is a short line between Sacra- 
mento and Oakland which has reduced the distance 
between the cities 40 miles, and the time for passenger 
trains about two hours. It is not used for freight, but 
it affords a conclusive advantage on passenger business 
over the round-about routes of the Western Pacific or of 
the Central Pacific via Niles and Tracy. Undoubtedly 
the Southern Pacific could not be required to open its 
terminals or its Benicia line to any other road except of 
its own free will, but there are definite grounds of public 
policy for insisting that it give the same facilities to all 
that it accords to any connection.' 

Besides these two main objections there were certain 
characteristic charges made. It was maintained by the 
San Francisco Chronicle that the dissolution plan in its 
entirety was a device to rob the Southern Pacific for . 
the benefit of the Union Pacific, which was directed by 
leading interests in the latter company and was carried 
out by means of dummy directors who at no time had 
the interest of the Southern Pacific at heart. This 
charge would have been plausible had the original 
directors elected by the Union Pacific remained on the 
Southern Pacific board while negotiations were going on, 
but it has little probability in view of the fact that the 
directors of the Southern Pacific who were also directors 
of the Union Pacific resigned in January, 1912; that 
the successors of these gentlemen wére approved by the 
Attorney-General; and that the shares owned by the 
Union Pacific were not voted in the next annual elec- 
tion. It appears, also, that a protective stockholders’ 
committee representing independent stockholders was 
formed in New York immediately after the first decision 


1 The approval of the Attorney-General to the second unmerging plan did not in- 
clude an approval of the provisions relating to industry tracks and to the Benicia Short 
Line. He did not consider these matters. Transcript of Testimony, pp. 5-6, Lovett. 
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of the Supreme Court. This committee took part in all 
subsequent proceedings and approved the plan of reor- 
ganization finally selected.!. Another insinuation with 
probably as little foundation was that the Kiihn Loeb 
& Co. syndicate had moulded the terms of the unmerg- 
ing plan so as to make Southern Pacific stock an unde- 
sirable investment, in order that stockholders of the 
Southern Pacific Company might be deterred from 
buying, and that the syndicate dominated by Union 
Pacific interests might secure control; thus perpetuat- 
ing an arrangement which the Supreme Court had con- 
demned. The amounts involved, the widely extended 
membership of the syndicate,’ and the fact that the 
price of Southern Pacific stock did not advance after 
the failure of the second unmerging plan are evidence 
against the truth of this statement. 

The conviction that for these various reasons a sepa- 
ration of the Central Pacific and the Southern Pacific 
would work injury to the Pacific Coast aroused public 
sentiment in that section to an unusual degree. As it 
happened, the consent of the State Railroad Commis- 
sion of California was necessary to the execution of the 
leases and sales in California which formed an integral 
part of the dissolution plan. Application was made to 
this Commission in March with a result which might 
have been expected.* The Commission heard testi- 


1 Transcript of Testimony, p. 192, Herrin. See also a letter by Mr. Kruttschnitt, 
reprinted by the New York Journal of Commerce, January 13, 1914. 


2 About $40,000,000 was placed in Europe. Transcript of Testimony, p. 65, Lovett. 


3 Judge Lovett insisted at this time that the California Commission must approve 
the plan in its entirety or not all. The following question and answer passed between 
the Judge and President Eshleman: 

Commissioner Eshleman: Your position, then, Judge Lovett, is that any conditions 
that might be imposed which would either add to the burdens of the Union Pacific or 
take from the burdens of the Southern Pacific, or any conditions whatever which were 
not exactly in accord with this contract, would bring about the defeat of the project as 
it is now presented ? 

A. Yes, Mr. Chairman. 

Transcript of Testimony, pp. 111-112, Lovett. 
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mony for three days, and then refused its approval. Its 
main opposition ran to the lease of the Benicia Short 
Line and the joint use of terminals including industry 
tracks. It also opposed the 999 year term of certain 
leases, and insisted that the rentals in all cases should be 
subject to its approval as to their amount. In general 
the Commission was opposed to the sale of the Central 
Pacific local lines to the Union Pacific, and suggested 
as an alternative a sale or long time lease embracing 
only the line of the Central Pacific from Ogden to Sac- 
ramento, with trackage rights from Sacramento to Bay 
points; but it recognized that this feature of the agree- 
ment was not subject to its control. A supplemental 
opinion indicated in some detail the arrangements which 
the Commission would approve. 

This adverse report was rendered on February 24, 
1913. The syndicate agreement to underwrite South- 
ern Pacific stock expired on March 15th. In the at- 
tempt to avoid the loss of $1,266,500 in commissions the 
railroad interests agreed promptly to modify their plan,' 
and to propose a sale and lease of the Central Pacific to 
the Union Pacific without provision for the joint use of 
the Benicia line, the joint use of terminals, and the 
trackage and running rights from Newark to Redwood, 
and from Redwood to San Francisco. Judge Lovett 
wired the new suggestions to his attorneys at San Fran- 
cisco on March 12th for submission to the California 
Railroad Commission. He declared that the Commis- 


1 The commissions to the underwriting syndicate had been set at two per cent of the 
entire $126,650,000 besides expenses if the plan went through, in addition to which 
Kahn Loeb & Co. were to receive a compensation of one per cent of the same amount 
for their services. If the plan should fail the syndicate was to receive § of one per cent 
and Kihn Loeb and Co. # of one per cent besides expenses. It was stipulated that 
expenses should not exceed } of one per cent. 

See Syndicate Agreement of February 10, 1913, and panying corresp 
Application 409, Applicant’s Exhibit No. 1. This commission was to be paid by the 
Union Pacific and the Southern Pacific respectively on the basis of shares to be dis- 
tributed to their stockholders. Transcript of Testimony, p. 201, Sproul 


a 














786 QUARTERLY JOURNAL OF ECONOMICS 


sion might approve the minor leases and sales subject 
to its reserved power to revise the valuations, but that 
the approval of the lease of the Central Pacific to the 
Union Pacific must be given immediately and uncon- 
ditionally, or the necessary proceedings could not be 
held before the Circuit Court at St. Louis soon enough 
to prevent the expiration of the underwriting syndicate, 
and the failure of the entire plan.!_ There seemed reason 
to believe that certain traffic agreements between the 
Central Pacific and the Southern Pacific formed part of 
the modified arrangement. Certainly Judge Lovett 
had stated that the price of 104 million dollars for the 
Central Pacific included a payment for exclusive privi- 
leges at San Francisco. If such rights did not appear 
in the agreement it was natural to suspect that they 
were provided for outside, and this later proved to be 
the case. Influenced by a suspicion of this kind, the 
Commission refused again to consent to the plan pro- 
posed. “It is not our disposition,” it said, in a long 
telegram to the Attorney-General, under date of March 
14th, “ to stand in the way of the substitution of the 
Union Pacific for the Central Pacific in the control of 
the property of the Central Pacific in the event the 
Union Pacific is permitted to secure all the stock of the 
Central Pacific . . . but there is certainly no reason 
why the Union Pacific, through the Central Pacific at 
Sacramento, should be regarded by the Southern Pacific 
as a preferred connection as regards the short line of the 
Southern Pacific by way of Benicia to Oakland... . 

According to the only information we have, gleaned 
from the press, the Union Pacific is to pay the same 
amount for the property as was contemplated in the 
original plan. If this be true, . . . we are certainly 
justified in the assumption . . . that the Union Pacific 


1 Transcript of Testimony, p. 521, Cotton. 
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at least thinks it is getting the same thing by this alter- 
native method which the Commission prevented it from 
getting by the former method.” 

With a laudable perseverance Judge Lovett and his 
associates now tock up the task of preparing a third 
plan. They first secured an extension of time from the 
Supreme Court from May 12 to July 1, 1913. They 
then abandoned negotiations for the control of the 
Central Pacific and concentrated their energies on the 
disposition of the Southern Pacific stock without refer- 
ence to the Central Pacific. It is true that the attitude 
of Mr. McReynolds, now Attorney-General in place of 
Mr. Wickersham, led to resumption of attempts to in- 
clude the Central Pacific in the plan, but these proved 
fruitless and were finally abandoned. It is apparent 
that the conditions which the new scheme had to meet 
were simpler than those which had confronted the old,.- 
and the managers doubtless considered it no small gain 
to be able to disregard the California Railroad Commis- 
sion. Under these favorable conditions the plan pro- 
gressed rapidly to its final form in May. In its essential 
features it may be described as follows. First, and 
most important, the Union Pacific disposed of all its 
Southern Pacific stock. Of its total holdings, $38,292,- 
400 went to the Pennsylvania Railroad Company in 
exchange for $42,547,200 of Baltimore and Ohio stock, 
or all the Baltimore and Ohio stock owned by the Penn- 
sylvania or any of its subsidiaries. Southern Pacific 
stock exchanged for Baltimore and Ohio common at 
par, and for preferred in the proportion of 100 to 80. 
The remaining Union Pacific holdings of Southern 
Pacific stock, amounting to $88,357,600, were to be sold 
to the general public through the Central Trust Com- 
pany of New York. The Union Pacific Company 
offered to all stockholders of the Union Pacific and of 
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the Oregon Short Line common and preferred, the right 
to subscribe at the price of 88 plus accrued dividends, 
for certificates of interest representing Southern Pacific 
shares transferred to the Central Trust Company to the 
extent of 27 per cent of their holdings. Holders of 
these certificates of interest were to have the right prior 
to January 1, 1916, to present the same and to receive 
the number of shares of Southern Pacific stock repre- 
sented by the certificates together with all dividends 
declared thereon, on condition that the holder make 
affidavit that he did not own in his own right any shares 
of the stock of the Union Pacific Railroad, that he was 
making the application in good faith in his own right, 
and was not acting for or on behalf of any stockholder 
of the Union Pacific Company or in accord with any 
agreement or understanding with any one seeking to 
control the Southern Pacific Company in the interest 
of the Union Pacific. Stock remaining in the hands of 
the Trust Company after January 1, 1916, might be 
sold by the trustee at the discretion of the court, and 
the proceeds distributed to lawful holders, that is, to 
the owners of certificates of interest who had been 
stockholders of the Union Pacific or Oregon Short Line 
at the time of subscription and had not divested them- 
selves subsequently of their Union Pacific or Short Line 
stock.! 

The Attorney-General of the United States was of the 
opinion that the sale of the Southern Pacific stock to the 
Pennsylvania Railroad in this way would be a substan- 
tial step in the dissolution of the Union Pacific-Southern 
Pacific merger, and that it would at the same time have 
the desirable result of divesting the Pennsylvania Rail- 
road Company of the capital stock of an active competi- 


1 Commercial and Financial Chronicle, vol. 97, pp. 50-51, July 5, 1913; p. 177, 
July 19, 1913; pp. 445-446, August 16, 1913; vol. 98, pp. 156-157, January 10, 1914. 
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tor, the Baltimore and Ohio. He had no objection to 
the trusteeship and sale of the remaining holdings of the 
Southern Pacific stock which were not turned over to 
the Pennsylvania, and said that the provisions respect- 
ing it were apparently well designed. He suggested, 
without insisting, that a proviso should be inserted 
leaving unobstructed the power of Congress to legislate 
respecting the stock or transactions in question in order 
to leave the way open in the event that a future Con- 
gress might desire to forbid another railway company to 
own stock in another non-competitive line. The 
United States District Court for the District of Utah, 
consisting of Judges Sanborn, Hook, and Smith, also 
approved the plan upon June 30, 1913, and the decree 
was signed in the Federal Court at Salt Lake City the 
same week. 

On August 14, 1913, Kiihn, Loeb & Co., managers for 
the syndicate which was formed to underwrite the sale of 
the certificates of interest representing $88,357,600 of 
Southern Pacific stock, announced that the total sub- 
scriptions received up to the closing of the books 
amounted to $220,000,000 or more than 23 times the 
amount of the stock. Allotments were accordingly 
made on the basis of 40 per cent of the amount sub- 
scribed for. 

The final step in the unmerging process was the dis- 
tribution of Baltimore and Ohio stock in the course of 
1914 among the stockholders of the Union Pacific.!. The 
distribution was first announced on January 6, 1914. 
Each common stockholder of record March 2, 1914, was 
to receive $12.00 par value of Baltimore and Ohio pre- 
ferred, $22.50 par value of Baltimore and Ohio common, 
and $3.00 cash, or a total of $37.50, yielding an average 
dividend of $2.01, on the assumption of a six per cent 


1 Commercial and Financial Chronicle, vol. 97, p. 1894. 
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return on the cash distributed, six per cent on Baltimore 
and Ohio common, and four per cent on the preferred. 
The total dividend on these terms would amount to 
about $89,000,000, the greater part of which represented 
a profit which the Union Pacific had secured from its 
investment in Southern Pacific, Great Northern, and 
Northern Pacific shares. 

Three reasons were given in explanation of the trans- 
action: (1) The dividend would meet the expectations 
of the common shareholders; (2) The Union Pacific 
would avoid criticism for holding stock in competing 
lines, a criticism which might be based on the $17,857,- 
100 of New York Central stock which still rested in its 
treasury; (3) A reduction in the annual dividend rate 
from ten to eight per cent would be made possible, ten 
per cent being considered an undesirably high rate in 
view of the attitude of railroad commissions and state 
legislatures. Suit was brought by the Equitable Life 
Assurance Company to compel the Union Pacific to 
include the preferred stockholders in the distribution, 
but in vain.! The Supreme Court of the State of New 
York held that the preferred stock was entitled to no 
other share of the profits than dividends each and every 
year not exceeding four per cent. An accumulated sur- 
plus was regarded as divisible profit. It is expected 
that the matter will be carried to the Supreme Court of 
the United States. Protests were received from foreign 
holders of the Union Pacific convertible bonds, but 
without effect.? 

As a result of the prolonged negotiations thus far 
described the government has obtained an unusually 
complete unmerging of a complicated combination. 
Not only are the Union Pacific and Southern Pacific 


1 New York Journal of Commerce, February 7, March 7, 20 and April 3, 1914. 


2 Ibid., March 14, 1914. 
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railroads separated, but none of the 1,265,000 shares on 
which control depended remains in the hands of stock- 
holders of the controlling company. Some stockholders 
there are doubtless who own shares in both corporations, 
and the number may increase in later years, but the pos- 
sibility of subsequent purchase by individual stockhold- 
ers exists in the case of any company, and at least is 
not made more easy by anything in the process of dis- 
solution of the Harriman lines. From the unmerging 
two things are gained. 

In the first place, the financial power of the Harriman 
system is reduced. Too little emphasis is ordinarily 
laid on this matter in current discussions. An aggrega- 
tion of companies operating 17,000 miles of railroad, 
and earning $217,000,000 in a single year under the 
management of one group of men, has power that no 
government can control. The government can prevent’ 
excessive dividends, but it cannot eliminate indirect 
profits nor can it put a stop to abuses of authority not 
intended to result in financial gain. 

Another advantage is that competition will be pro- 
moted. A statement of Mr. William R. Wheeler, 
Traffic Manager of the San Francisco Chamber of Com- 
merce, describes so clearly the nature and importance 
of the sort of competition which the Pacific Coast is 
likely to enjoy, that it deserves citation. 

“ Tt is a popular fallacy, I think,”’ said Mr. Wheeler, 
“that because there is not a rate war . . . following 
the advent of a new road into a territory, that, therefore, 
there is no competition. There is competition in the 
service and that is what we desire. There is also com- 
petition in this respect, that if you have two roads who 
have a voice in the rate question, you stand double the 
chance of gaining tariff concessions that you do if there 
is only one road to deal with; if there are three roads, 
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you stand three times the chance of getting your con- 
cessions; in other words, you do not find — are not as 
apt to find three men of one mind as you are two men of 
one mind and so on as the number grows. We already 
have had an example of that here in San Francisco: 
there was a proposition something more than a year ago 
to advance rates between San Francisco and Stockton 

. . and the fact that it required the consent of three 
roads instead of two was the only thing that prevented 
that advance going into effect at that time; we were 
successful in convincing one of the roads that it was 
unfair to us to raise those rates and they declined to 
join in the advance.” ! 

It should be added that the Southern Pacific does not 
share the view that it will be so weakened by the loss of 
the Central Pacific as to be unable to compete effectively 
with the Ogden route or with the Panama Canal. On 
the contrary, it is of the opinion that after the two com- 
panies are separated, if they are separated, the Central 
Pacific will lose business, and the Southern Pacific will 
gain it. This is not merely because of the advantage of 
continuous attention and responsibility which the El 
Paso lines will offer, but also because the southern route 
has worked in harmony with the route via Ogden in the 
past, while in the future it will work against it.2 More- 
over, in the past the Southern Pacific has refrained from 
lowering transcontinental rates in competition with the 
water lines because of the effect that this might produce 
on rates from intermediate points on the Union Pacific 
or from points east of Omaha in the Mississippi Valley 
in the business of which the Union Pacific was inter- 
ested.* The Southern Pacific operates a boat line from 
New York to Galveston, and its earnings from inter- 


1 Transcript of Testimony, pp. 408-409, Wm. R. Wheeler. 
2 Ibid., pp. 174-175, Sproule. 8 Ibid., pp. 147-148, Sproule. 
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mediate points are unimportant; ' so that it is already 
considering the advisability of more vigorous efforts to 
tempt traffic from water routes to rail. 

The Pacific Coast seems at first sight to have scored 
a distinct triumph, in that the Central Pacific and the 
Southern Pacific remain together as conditions are to- 
day. But this circumstance is likely to be only tem- 
porary. Attorney-General McReynolds shares fully 
the opinion of his predecessor, Mr. Wickersham, that 
the continued union of the two roads is a violation of the 
Sherman law, and on February 11, 1914, he filed a suit 
at Salt Lake City attacking the combination as one in 
restraint of trade.2 There is every reason to believe 
that he will win his case. Yet even if he does, Califor- 
nia at least may come out better than she expects and 
gain distinct advantages from dissolution in the long 
run. 
In raising opposition to the separation of the Central 
Pacific and the Southern Pacific, shippers in California so 
far have forgotten that the Union Pacific will route more 
or less business via Portland over the Oregon Short Line 
so long as the Central Pacific and the Southern Pacific 
remain under common control. Business destined to 
California may never move this way but export business 
to the Orient very likely will. The distance is greater, 
but the grades are not more formidable, and the large 
future possibilities of the Oriental market make this 
consideration of importance to San Francisco. Even 
if the Central Pacific becomes independent, there will 
doubtless still be some tendency to send freight to the 
north, altho the Central Pacific as an independent road, 
relying for its existence on through business from Cali- 
fornia to the east, will be far more likely to fight for its 


1 Transcript of Testimony, pp. 175-176, Sproule. 
2 Railway Record, February 14, 1914. 
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share of the traffic by Ogden, than it will be when 
controlled by a system whose main interest lies in pro- 
curing a long haul further south. Under Union Pacific 
control, the Union Pacific will have every interest in 
promoting the trade of San Francisco. 

What California and San Francisco both need for 
their own selfish interests is a direct connection with the 
east worked to its full capacity, and this they now seem 
likely to secure. Surely such a consideration may 
compensate shippers for some difficulties in respect to 
local business — difficulties which will probably prove 
less important than the exaggerated statements current 
on the Pacific Coast lead one to suppose. 


Stuart DaGGeErt. 


UNIVERSITY OF CALIFORNIA. 











REVIEW 


BOOKS ON BUSINESS CYCLES: MITCHELL, 
AFTALION, BILGRAM 


In 1912 Professor Taussig could state with justice that, 
“ notwithstanding the abundant literature on crises, there is 
no good book on the underlying questions of principle.” ! 
During the past year three books dealing with such questions 
have appeared: Mitchell’s Business Cycles, Aftalion’s Les 
crises périodiques de surproduction, and Bilgram and Levy’s 
The Cause of Business Depressions.2 All three develop 
theories of business cycles. The first two are based upon 
extensive studies of the statistics of the phenomena of cycles 
and upon the literature of the subject; the last is a deductive 
study in which statistics and present day writers are alike 
ignored. 

Of the works named, indeed of all studies on crises, Mit- 
chell’s Business Cycles takes the leading position. It is 
comprehensive; it contains the most complete and careful 
statistical study of the phenomena connected with business 
cycles; it is well-written; pregnant, forceful expressions 
abound; it is a scientific study by an author who, obviously, 
is not seeking to establish a pet theory. Business Cycles 
is not notable for the striking originality of the facts estab- 


1 Principles of Economics, vol. i, p. 446. 

2 Business Cycles, By Wesley Clair Mitchell. (Berkeley: University of California 
Press, 1913. Pp. xviii, 610. Charts 1-77. $5.) 

Les crises périodiq de surproducti Tome I: Les variations périodiques des 
prix et des revenus; Les théories dominantes. Tome II: Les movements périodiques, 
de la production; Essai d’une théorie. By Albert Aftalion. (Paris: Rivére et Cie, 
1913. Vol. i, pp. xii, 324. Vol. ii, pp. 418, 16 fr.) 

The Cause of Business Depressions. By Hugo Bilgram in collaboration with Louis 
Edward Levy. (Philadelphia and London: J. B. Lippincott Co., 1914. Pp. xvii, 531. 
Diagrams 1-26. $2.50.) 
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lished or the theory of crises set forth, but for the marshalling 
of the data, and the clear expositions and the combination of 
the ideas of various writers into a self-consistent theory of 
business cycles. It is evident that the author has been 
strongly influenced by Veblen. But he has utilized the ideas 
or suggestions of many authors. As he points out (p. 580) 
he utilizes Spiethoff’s theory of the ill-balanced production of 
industrial equipment and complementary goods, Hull’s 
theory that the high cost of construction work in periods of 
intense prosperity causes a severe decline in investment 
demand and hence a crisis, Lescure’s theory of variations in 
prospective profits combined with Veblen’s theory of the 
discrepancy between prospective profits and current capitali- 
zation, Sombart’s theory that crises occur because the supply 
of organic goods does not keep pace with the supply of 
minerals and the like, Carver’s theory of the dissimilar price 
fluctuations of producers’ and consumers’ goods, Fisher’s 
theory of the lagging adjustment of interest rates to the 
fluctuations of the price level and Johannsen’s theory of 
“impaired savings.” 

Mitchell correctly describes the study which he has made 
as follows: “ This analysis rests primarily upon an elaborate 
statistical enquiry into the phenomena of recent cycles in 
the United States, England, France, and Germany. The 
statistical line of attack was chosen because the problem is 
essentially quantitive in character, involving as it does the 
relative importance of diverse forces which are themselves 
the net resultants of innumerable business decisions. The 
selection of statistical data, the methods of presentation, 
and the codrdination of the results were determined in large 
part by ideas borrowed from theoretical writers or from finan- 
cial journals. But all the tables of figures and all the bor- 
rowed ideas were fitted into a framework provided by a study 
of the economic organization of today, which showed that the 
industrial process of making and the commercial process of 
distributing goods are thoroly subordinate to the business 
process of making money ” (p. 570). The theory of business 
cycles thus developed may appropriately be called “‘ the 
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profit theory of business cycles.’”’ The detailed data upon 
which the author’s conclusions are based are for the period 
1890-1911. This is a virtue rather than a defect of the 
study for two reasons: reliable statistics are not available 
for earlier years and the recent period is one of commercial - 
homogeneity. 

Mitchell’s account, in barest outline, of the business cycle 
is as follows: 

Starting with a revival of activity he finds that depression 
has left this legacy: ‘a level of prices low in comparison 
with the prices of prosperity, drastic reduction in the costs 
of doing business, narrow margins of profit, liberal bank 
reserves, a conservative policy in capitalizing business 
enterprises and in granting credits, moderate stocks of goods, 
and cautious buying.” 

“ For reasons which will appear in the sequel, such condi- 
tions are accompanied by an expansion in the physical volume 
of trade. Tho slow at first, this expansion is cumulative. .. . 
All this while, the revival of activity is instilling a feeling of 
optimism among business men, and this feeling both justifies 
itself and heightens the forces which engendered it by making 
every one readier to buy with freedom ”’ (p. 571). 

An irregular rise of prices begins. ‘“ Retail prices lag 
behind wholesale, the prices of staple consumers’ goods 
behind the prices of staple producers’ goods, and the prices 
of finished products behind the prices of their raw materials. 
Among raw materials, the prices of mineral products reflect 
the changed business conditions more regularly than do the 
prices of raw animal, farm, or forest products. Wages rise 
often more promptly, but always in less degree than whole- 
sale prices; discount rates rise sometimes more rapidly; 
interest rates on long loans always move sluggishly in the 
early stages of revival, while the prices of stocks — partic- 
ularly of common stocks — both precede and exceed com- 
modity prices on the rise”’ (p. 572). The causes of the 
differences are to be found in differences in organization of 
markets, technical conditions of the market, and in the 
adjustment of selling to buying prices. These price fluctua- 
tions usually result in larger profits. 
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The revival of prosperity grows into intense prosperity. 
The decrease in supplementary costs ends as the plants reach 
full capacity; prime costs rise rapidly; antiquated plants 
and equipment are utilized; the efficiency of labor declines 
“‘ because overtime brings weariness, because of the employ- 
ment of undesirables, and because crews cannot be driven at 
top speed when jobs are more numerous than men to fill 
them ”’; finally, factory organization becomes less efficient 
(p. 573). 

Meanwhile there is stress in the money market and 
“scarcity of capital.” This causes the relinquishment of 
projected ventures. Contracts for the future delivery of 
industrial equipment become less numerous. Prices do not 
rise evenly or indefinitely. Certain prices are fixed by law, 
others by custom, still others are primarily dependent upon 
harvests, inventions and improvements, the rates of interest 
and wages. A minority of business men face a decline in 
profits; their credits are based upon “ the capitalized value 
of present and prospective profits ’’; profits waver, loans are 
made more expensive or renewal refused, and liquidation 
begins (p. 575). 

Wide-spread and forced financial readjustment, with its 
consequences, ends prosperity and inaugurates an economic 
crisis. If the banking organization and practice are defective 
the crisis may degenerate into a panic. 

“There follows a period during which depression spreads 
over the whole field of business and grows more severe. 
Consumers’ demand declines in consequence of wholesale 
discharges of wage-earners, the gradual exhaustion of past 
savings, and the reduction of other classes of family incomes. 
With consumers’ demand falls the business demand for raw 
materials, current supplies, and equipment used in making 
consumers’ goods. Construction work is discontinued, few 
new enterprises are undertaken, the volume of trade contracts 
and an irregular fall of prices occurs. . . . Wholesale prices 
fall faster than retail, the prices of producers’ goods faster 
than those of consumers’ goods, and the prices of raw material 
faster than those of manufactured products. The prices of 











REVIEW 799 


raw mineral products follow a more regular course than those 
of raw forest, farm or animal products. As compared with 
general index numbers of commodity prices at wholesale, 
index number of wages and interest on long time loans decline 
in less degree, while index numbers of discount rates and of 
stocks decline in greater degree. The only important group 
of prices to rise in the face of depression is that of high grade 
bonds” (p. 578). 

Profits decrease. ‘‘ The prime costs of doing business are 
reduced by the rapid fall in the prices of raw materials and of 
bank loans, by the marked increase in the efficiency of labor 
which comes when employment is scarce and men are anxious 
to hold their jobs, and by closer economy on the part of 
managers. Supplementary costs also are reduced by reor- 
ganizing enterprises which have actually become or which 
threaten to become insolvent, by the sale of other enterprises 
at low figures, by reduction of rentals and refunding of loans, 
by charging off bad debts and writing down depreciated 
properties, and by admitting that a recapitalization of 
business enterprises — corresponding to the lower prices of 
stocks — has been effected on the basis of lower profits” 
(p. 578). 

After two or three years of depression the demand for 
goods begins to expand, a larger population must be fed and 
clothed, new tastes appear, the demand for industrial equip- 
ment revives, and timidity on the part of investors diminishes. 
The depression gives way to a revival of prosperity and the 
business cycle is complete. 


Mitchell’s account of business cycles is not only plausible 
but convincing. So are other accounts, in varying degrees. 
But Mitchell recognizes the important influence of numerous 
elements; he has fitted those elements into a single frame- 
work; and he has tested his theories by painstaking statistical 
investigations which, in the main, have undoubtedly led him 
to correct conclusions. 

Tho not many of the author’s conclusions are open to ques- 
tion, some there are. For instance, he says, “‘ The marriage 
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rate ... does vary with the condition of business... . 
But since these variations in the marriage rate are not fol- 
lowed by corresponding variations in the birth rate, they 
possess little significance for the growth of population” 
(p. 225). G. Udny Yule’s elaborate study led him to the 
conclusion that the birth rate not only oscillates with the 
marriage rate of two years previous but that there is a direct 
dependence of the birth rate upon economic factors.' It is 
not clear that the mere psychological effect of numerous 
opportunities for employment during prosperity appreciably 
decreases productivity. These are, however, minor points. 
Major points in Mitchell’s theory are size and tendency of 
profits during the cycle and the sequence of the price move- 
ments among the various classes of goods, — consumers’, 
producers’, raw, or manufactured. 

As to profits, the crux of Mitchell’s theory of crisis, he 
says, ‘‘ statistics both trustworthy and significant concerning 
profits are scarce ”’ (p. 422). The data available, 7. e., the 
earnings of American railways and national banks, and Ger- 
man corporations, appear to substantiate the author’s con- 
clusions. However, it is not demonstrated that profits are 
decreasing when prices reach their maxima. More exact and 
extensive evidence is needed on this point. Aftalion main- 
tains:? first, that profits alternately increase and decrease 
during recurrent prosperity and depression with considerable 
regularity; second, that the maxima and minima appear at 
approximately the same dates as those of prices, but in certain 
cases ‘“‘ the maxima are reached most often after the maxima 
of prices [and] the minima, on the contrary, occur frequently 
before the minima of prices,” and third, that profits fluctuate 
much more violently than do prices. Mitchell (p. 446) 
and Aftalion * agree that there is no apparent uniform relation 
between failures and crises in the leading commercial nations. 

Concerning the price movements of various classes of 


1 “ The changes in the marriage and birth rates in England and Wales during the 
past half century: with an inquiry as to their probable causes.” G. U. Yule, in Jour. 
Roy. Stat. Soc., March, 1906. 

2 Op. cit., vol. i, pp. 184-185. 


+ Idem., p. 202. 
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goods Aftalion’s conclusions agree, in the main, with those 
of Mitchell. Aftalion has made a study of the prices of the 
raw materials and the finished products of various important 
industries. His conclusions may be summarized as follows: * 

1. A study of individual price variations confirms the 
conclusions indicated by general index numbers of prices. 

2. The opinion which attributes the direction of economic 
cycles to industries producing fixed capital and refuses any 
notable contribution by industries producing consumption 
goods does not receive support. 

3. Certain industries, — metal, cotton, woolen and glass 
manufacturing, the building trades and transportation, — 
participate in business cycles to a marked degree; others, 
such as silk, linen, clothing and furniture manufacturing, and 
agricultural production, do not participate markedly. 

4. It may be that industries producing capital goods 
always participate in crises and those producing consumption 
goods also participate, but not with the same regularity. 

5. Prices of raw materials, with some exceptions, fluctuate 
more regularly and more intensely than prices of manu- 
factured articles. 

6. Prices of metals fluctuate more violently and regularly 
than those of other goods. 

All the evidence indicates, then, that during intense pros- 
perity the reaction both in prices and profits begins in those 
industries producing raw materials (other than agricultural 
products) and producers’ goods, extending to wholesale and 
then to retail prices. ‘‘ Retail trade, in fact,’”’ says Mitchell, 
“seems not to be curtailed seriously outside of the largest 
cities until a panic has closed many tndustrial enterprises, 
put others on short time, and led to the wide-spread discharge 
of wage earners. Then, of course, the shopkeeper sees his 
sales fall off, as the merchant and manufacturer had several 
weeks earlier (p. 538). ... Now if the chief stress arose 
from the lagging of consumers’ demand behind the supply of 
consumers’ goods, one would expect the opposite result to be 
registered by the index numbers” (p. 502). We must 

1 Idem., pp. 105-110. 
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agree with Mitchell that “until the under-consumption 
theories have been shored up by more convincing evidence 
than has yet been adduced in their favor, the view must pre- 
vail that the difficulty of warding off encroachments upon 
profits by advancing costs comes to a head earlier in other 
lines of business than in those concerned with consumers’ 
goods” (p. 502). Aftalion, as will appear in detail later,! 
also opposes under-consumption theories,? but by reasoning 
based upon marginal utility and the roundabout process of 
capitalistic production. He holds that low prices are main- 
tained in a depression by over-production of consumption 
goods, this over-production being reflected back along the 
line of capitalistic production. The strong point of Mitchell’s 
theory is that it is in accord with the sequence of the change 
in prices, — production goods falling and rising before con- 
sumption goods; whereas Aftalion’s theory, it would appear, 
calls for the opposite sequence of prices to that so clearly 
shown by Mitchell. The latter’s theory is dependent upon 
profits; disturbance in industry and prices follow the fluctua- 
tions of profits. However, it is admitted that the data con- 
cerning the action of profits are meager. Aftalion’s theory is 
dependent upon production; over-production or under- 
production being revealed first in the prices of consumption 
goods, but he ignores the evidence that consumption goods 
are last, rather than first, to change in price. In his summary 
of “ the details of the movements of prices for various cate- 
gories of merchandise ” * he describes the relative intensity 
and regularity of variations and does not refer to the time 
element. 


We come, then, to the detailed consideration of the theory 
and facts presented in Aftalion’s Les Crises périodiques de 
surproduction. The author’s theory of business cycles can 
best be given by translating part of his own résumé: 


1 See p. 805. 

2 It is peculiar that Mitchell refers to Aftalion’s over-production theory under the 
caption “ under-consumption,” pp. 499-500. 

* Op. cit., vol. ii, pp. 184, 197. 
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I have explained the rhythm of prices principally by that of pro- 
duction and the rhythm of production by that of price. In each of 
these two explanations I have made use of the same two leading 
ideas. On the one hand, as it is natural in a matter where the price 
variations hold such an important place, an application of the ordi- 
nary laws of value and price was evident in the phenomena observed. 
On the other hand, much light has been thrown upon the subject by 
the consideration of certain characteristics of the capitalistic tech- 
nique of production: the long time required for the construction of 
fixed capital and the necessary maintenance in activity of a very 
costly equipment. 

What, in fact, is the explanation of the rhythm of price? We have 
had recourse to the laws which determine that which is called the 
market price of merchandise. At any moment this price depends 
upon supply and demand or, more exactly, the curves of supply and 
demand. As demand, by itself, does not appear to have any reason 
for alternately increasing and decreasing, and as production, on the 
contrary, does present fluctuations of that nature, it is the rhyth- 
metic variations of supply that I have held responsible for the 
cyclical oscillations of prices. 

Crises have been supposed to result more particularly from over-. 
production, from a plethora of merchandise. The possibility of 
general over-production has been insisted upon. The sense has been 
defined. The generality of over-production does not indicate its 
universality. It has also been shown that production need not be 
excessive with reference to the totality of our needs; but it may be 
too considerable for the satisfaction of the needs of the same inten- 
sity as those previously satisfied, too considerable, consequently, 
not to lower the marginal utility and the prices of goods. Still that 
lowering of prices does not indicate in itself an over-production, 
because the cost may not also lower retroactively in like proportions. 
Permanent over-production is rationally impossible. 

But the cyclical movements of production do not account for 
those of price except under the conditions created by the technique 
of capitalistic production. We have seen also that during pros- 
perity, because of the time necessary for the construction of equip- 
ment, production as a whole may increase without a weakening of 
prices. The increase is mainly in the manufacture of industrial 
equipment. Until the goods be finished and enter into service, the 
need for fixed capital and, consequently, the need for consumption 
goods or direct services remains unsatisfied. The under-production 
of these last named goods or services persists in spite of the great 
productive effort which only prepares a future abundance. The 
increase of the prices of these goods supports the scaffolding of high 
prices. When the former prices are depressed the construction of 
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fixed capital greatly slackens. But the efficient equipment be- 
queathed by the preceding period which must be kept employed 
because of its high cost, the large quantities of fixed capital placed 
in process of manufacture during prosperity and finished only in the 
first years of the depression make the over-production of consump- 
tion goods lasting. Therefore the general slump in prices is main- 


The rebound of these phenomena is evident in a multitude of 
manifestations of economic and social life. The law regulating the 
prices of the services of the agents of production is also of moment. 
The rhythm of prices is followed by a rhythm of wages, interest, and 
profits. In its turn the rhythm of income or well-being influences 
the movements of population, marriages, births, pauperism, crimi- 
nality, the payment of taxes, and a host of other things. . . . 

What is the explanation of the rhythm of production? 

We must still appeal to the laws of value and price. But it is a 
question now not only of market price but of normal price. In spite 
of the diversity of scientific conceptions concerning value it is agreed 
that there is a tendency of market price to gravitate toward normal 
price due to the action of market price on production. Increase 
of price above the normal price stimulates production which ends by 
depressing the price. The decrease of the market price favors a 
cessation of production which ends by beginning anew the same 
sequence. 

But here the law of value is not sufficient to account for the con- 
siderable rhythm of production, the regular alternation of several 
years of over-production and under-production, or of over and 
under-capitalization, without bringing capitalistic production into 
the explanation. Without doubt the direct factor in the successive 
excesses in opposite directions consists in the faulty foresight of 
enterprisers and others. But it is the capitalistic technique which 
renders this faulty foresight inevitable. 

During prosperity the increase of price makes the development 
of production possible. But this development does not take place 
until the previous construction of the necessary equipment. As 
this construction takes a long time, there is an insufficient satisfac- 
tion of wants, and a persistence of high prices during all this time, 
induced by new orders, new manufactures of industrial equipment, 
and above all by its manufacture in excessive quantities, and by 
over-capitalization. This over-capitalization finally ends by becom- 
ing apparent in proportion as the fraction completed bears to the 
new equipment. Over-production is then revealed. Prices drop. 
The crisis breaks. 

During the depression which follows, the drop in prices brings 
about a slackening of production. But because of capitalistic pro- 
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duction that which decreases immediately is only the manufacture 
of new fixed capital. The excess of the finished equipment, increased 
by new deliveries, the over-abundance of consumption goods, due 
to a costly equipment that must be operated, prolongs the down- 
ward trend of prices. Just so long as this slump in prices continues 
there is no inducement to extend the existing equipment. Under- 
capitalization, then, takes place, which prepares for the return of 
under-production and prosperity. . . . 

It is the modern time-using capitalistic production, the per- 
manence of fixed capital, and the inability of men to correctly esti- 
mate the future that. cause crises. If we should produce directly 
and immediately the consumption-goods required, cycles and peri- 
odic crises would be unknown. In such case a lack of merchandise 
would be a “ long time ” lack, another question. 


The chief objection to Aftalion’s theory has already been 
stated — inconsistency with the established sequence of 
price changes of producers’ and consumers’ goods. Possibly 
this inconsistency can be explained; but if so, the explanation 
has not been given. That the roundabout process of pro- 
duction is of primary importance, and that price influences 
production, and production, in its turn, influences price, as 
Aftalion explains, both being factors in business cycles, — 
all this few will deny. But it remains true that Aftalion’s 
solution is speculative and, at one point at least, does not 
agree with known facts. 

Valuable data and acute analyses are to be found in Les 
crises périodiques de surproduction. The author begins his 
work with a study of prices. He finds marked periodicity; 
that the prices of foodstuffs participate slightly in this 
periodicity; that the contention that minerals fall first in 
price is not confirmed; that various indystries have distinctive 
price movements. He discusses the effects of price move- 
ment on wages, interest and profits, the more important 
conclusions being as follows: wages move with prices but 
lag behind the latter; there is a long time upward trend of 
wages; physical productivity, at least in coal and iron mines 
and steel manufacture, increases during depression; high 
prices during prosperity, however, more than compensate 
employers for the decrease in physical productivity; oscilla- 
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tions in wages appear to be in the same direction as the oscilla- 
tions in productivity measured in value; on an average real 
wages increase 20 % in prosperity and decrease 7 % in depres- 
sion; fluctuations of the rate of interest are similar but not as 
violent as those of prices; prices, then profits, and finally 
interest rates, increase during prosperity; increasing prices 
tend to make people value present goods higher in terms of 
future goods; in prosperity, with a larger number of workers, 
the marginal physical productivity of capital increases; 
profits move with prices but fluctuate more violently; during 
depression there is a decrease of real cost and with the return 
of prosperity a slackening, at least, of its diminution; indus- 
trial concentration increases during depression by the elimi- 
nation of marginal establishments; competition and the 
“law of least effort” show their effects most strongly dur- 
ing depression and the law of diminishing returns during 
prosperity; production increases during prosperity but it 
is not certain that it actually decreases during depression, 
both capital and production having a long time upward 
trend. ' 

The second volume of Aftalion’s work is an extensive 
account of the periodic movement of production, the primary 
cause of business cycles, and of the influences of the secondary 
causes, such as variations in demand because of variations in 
wages, interest rate, and profit, and the effects of speculation 
and saving. Because of the réle that profits play in 
Mitchell’s theory it is interesting to note what Aftalion has 
to say concerning them: 

“ Besides the desire to benefit from the high price of goods 
manufactured by fixed capital, savings, the gross profits 
from industrial enterprises constitute, then, leading causes 
of the increase of demand and prices of capital goods during 
prosperity and of the decrease during depression. We 
have here, therefore, factors which generalize and accentu- 
ate the alternating price movements. But it is necessary 
to repeat that they are secondary factors. The move- 
ments of income and savings which act thus upon prices 
are merely the consequences of price movements which, in 
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turn, are due to variations in the supply of merchandise ”’ 
(vol. II, p. 245). 

Aftalion holds that the rate of discount and bank reserves 
move in a contrary direction during business cycles to that 
required by the quantity theory of money. He accepts Irv- 
ing Fisher’s equation of exchange but not his account of the 
action and interaction of the elements therein appearing. It 
would seem, however, that he misconceives Fisher’s meaning. 
He calls prosperity ‘‘a period of over-work during which 
consumption increases less rapidly than the tasks before us ”’ 
(vol. II, p. 376). 


Mitchell and Aftalion hold that money and banking sys- 
tems do not cause crises, but that imperfect systems may 
convert a business crisis into a financial panic. Messrs. 
Bilgram and Levy, the authors of The Cause of Business 
Depressions, hold that the legal limitation placed upon banks, 


especially the reserve requirements, the restrictions upon the - 


issue of bank notes, and the obligation to redeem such notes 
in primary money upon demand, constitute the cause of 
crises, panics and depressions. 

Mr. Bilgram’s “ strictly deductive line of investigation,” 
as he calls it, leads him to the conclusions that economists 
are teaching “ the misconceptions of economic history which 
have come down to us from the past ”’ (p. 457), that “ the 
recurring economic paroxysms, known as financial crises, 
which are followed by periods of industrial depression, are 
the inevitable outcome of the arbitrary limitation of the 
volume of currency,” and that “ this same cause gives rise to 
the most grievous of the many forms of-social and economic 
injustice that are so loudly crying for redress throughout the 
modern world ” (p. 511). 

The argument runs thus: “ The volume theory of the value 
of money ”’ is inconsistent with facts and untenable. “‘ Money 
does not owe its value to the demand for a medium of ex- 
change, nor to any law authorizing the issue of such medium, 
but exclusively to the value of that of which the money con- 
sists, be it the standard commodity gold, or credit expressed 
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in terms of that commodity ” (p.155). ‘‘ The time-honored 
notion that money is paid to the lender of money for 
the use of ‘capital’ is groundless’ (p. 280). ‘ Investiga- 
tion discloses the fact that what the borrower is after is 
money and that the interest which he pays to the lender of 
money is paid for the use of money and not for the use of 
capital” (p. 277). “It follows that if the total demand 
for money is not supplied, competition will tend to put a 
premium on its use. Interest is accordingly paid on money 
because of its inadequacy to meet the demand of those who 
need it for the exchange of their products or services, and, 
as we shall see later, this competition raises the rate of 
interest as high as the market will bear, indeed, so high as 
to exert a destructive effect upon the market” (p. 317). 
In a business depression “ the general over-supply of things and 
services offered for exchange can be accounted for only by an 
equal under-supply of the medium of exchange.... The 
arbitrary control of the volume of currency, accordingly, is not 
only the cause of the predatory power of wealth, but also the 
cause of industrial stagnation ”’ (p. 363). The remedy, there- 
fore, is for the government to advance notes to banks freely 
on the security of their assets, including loans on real estate 
security, and national, state and municipal bonds; such notes 
to be redeemable in gold by the government, but not by the 
banks; “the gold for this latter fund could be obtained by 
requiring every bank applying for currency to furnish not 
only the prescribed amount of securities, but also gold to the 
amount of such percentage of the currency issued as experi- 
ence indicated as sufficient ’”’ (p. 409). The Federal Reserve 
Act “is a step in the right direction” but the process 
of issuing the currency is so costly (because of the reserves 
required, the interest rate that banks rediscounting will be 
obliged to pay, and the machinery for getting the notes into 
circulation) that “‘ the intention of the law, that of rendering 
the business world independent of financial disturbances, 
can at best be but partially realized ’’ (p. 518). 

For a thoro criticism of The Cause of Business Depres- 
stons one would need to cover the entire field of economics, 











REVIEW 809 


an uncalled for proceeding. It is uncalled for, because Mr. 
Bilgram does not adequately support his economic heresies 
with statistical and other data; because the crises in England, 
France, Germany and Canada are not analyzed with reference 
to their currency systems; and because he does not recognize 
the contributions made by contemporary economists. For 
example, he discusses money theory without reference to 
Irving Fisher or Laughlin, the wage fund theory without 
reference to Taussig, and marginal productivity without 
reference to Clark. The authors most frequently quoted by 
Mr. Bilgram are Adam Smith, Ricardo, Mill, Marx, Henry 
George, Simon Newcomb and Béhm-Bawerk. In the main, 
he disagrees with their systems, except that he endorses the 
Ricardian theory of rent and labor theory of value, and the 
marginal utility concept. He holds that “rent .. . equals 
the advantages which the land employed affords over mar- 
ginal land, and therefore depends on relative fertility and 
advantages of location” (p. 239); that “ pure interest” is . 
clearly traceable to 2, monopoly upheld by law” (p. 350), that 
is, to “ arbitrary restrictions on the natural expansion of the 
means of exchange ”’ (p. 512); that labor must take “‘ what 
is left after rent and interest is paid ’’ (p. 360), and that “ the 
apparent power of capital to grow is really a power to acquire 
an unearned share of the results of labor performed by those 
who work ” (p. 458). 


In conclusion, the reviewer commends especially Mitchell’s 
Business Cycles because of its excellent statistical discussions, 
numerous diagrams and clear presentation. This work offers 
good suggestions for bettering barometers for the forecasting 
of business conditions. As Mitchell says, “‘ experience sup- 
ports the current belief that occasional crises are inevitable ” 
(p. 550) . . . but, nevertheless, “what has been already 
accomplished in these directions toward controlling our busi- 
ness machinery may well be the earnest of greater achiev- 
ments in the future”’ (p. 586). The Federal Reserve Act 
is designed to prevent the recurrence of financial panics in this 
country. The proposals to use governmental activities “as 
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a balance wheel to steady the business mechanism ”’ now 
being tried on French railways ' and advocated by the Webbs 
in England,’ aim to diminish the severity of depressions. 
These proposals demand thoro consideration by economists 
and governmental officials everywhere. 


WaRREN M. PERSONS. 


Co.torapo COLLEGE. 


1 See Rapports sur les indices des crises économiques et sur les mesures financiéres 
propres a atténuer les chOmages résultant de ces crises, a government publication issued 
in 1911 by the French Minister of Labor. 

2 The Prevention of Destitution. (London, 1912.) 
Cycles, p. 587. 


Cf. Mitchell’s Business 

















NOTES AND MEMORANDA 


“UNEARNED INCREMENTS,” LAND TAXES, 
AND THE BUILDING TRADE 


THE point has been made by opponents of the single tax 
that the “‘ unearned increment ”’ in land values is an incentive 
to building: that buildings which are expected to depreciate 
through obsolescence are often put on land that is rising in 
value in the expectation that the appreciation of the land will 
offset the depreciation in the building; and that consequently 
a tax which destroys the increment in land values would . 
check building operations, instead of encouraging them as the 
single taxers contend. The argument has been buttressed by 
reference to the principle that earnings tend to be equalized 
in different lines of investment, so that if the building trade 
offered the normal return, and, in addition, an increment in 
land value, there would be a tendency, under competitive 
conditions, for capital to crowd into the building trade to such 
an extent as to reduce this joint gain to a point not exceeding 
the normal return in other lines. The reduction is expected 
to come about, in this case, by a depreciation in the capital 
invested in building. 

The writer does not favor the single tax. He is, however, 
convinced that this particular argument against the single 
tax is unsound. One rather obvious difficulty presents itself: 
the case is possible only where the same man owns both land 
and building. If, as is the case to a large extent in Baltimore, 
and to a considerable extent in other cities, buildings are put 
up on leased land, the builder has no such inducement, 
because he will not himself benefit by the rising land value. 


The fact that buildings on leased land, and buildings owned 
si 
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by the landlord compete in the same market raises a strong 
@ priori presumption against the doctrine under discussion. 
The man building on leased land would be at a hopeless dis- 
advantage in such a competition. A closer analysis will 
show that the increment in land values performs’ no such 
function as that assigned. 

That buildings may be erected where rapid depreciation 
is to be expected is not denied. That this may, and fre- 
quently does, occur on land where the increment in land 
value is rapid is not denied. Land whose value is increasing 
rapidly may very well be land of which the best possible uses 
are changing rapidly, and consequently land on which build- 
ings may be expected to depreciate rapidly* through obso- 
lescence. But it is denied that the amount of the increment 
in land value has any connection whatever with the amount 
of depreciation in building which is voluntarily suffered. 

The matter is best put in an illustration. Assume a man 
who has a piece of land worth $50,000, and free capital of 
$30,000. Assume an annual increment to the land value of 
$2000. The owner has two options: he may leave the land 
idle and invest his $30,000 at, say, six per cent in industry, in 
which case his return is $3800 per year (counting the incre- 
ment); or, he may apply his $30,000 to the land by building 
upon it, and so unlock the potentialities of the land, causing 
it to yield, say, four per cent, or $2000, making his total 
yearly return $5800 (again counting the increment). It is 
clear that in this latter case the owner gains if the depreciation 
of the building is anything short of $2000 per year. But the 
$2000 which offsets the depreciation is not the increment to 
the land value, but the extra $2000 that comes from putting 
the land to use. Varying the size of the increment leaves the 
situation unchanged. Assume an increment of $12,000 per 
year: he can still tolerate only $2000 per year depreciation. 
By using his first option, he would in that case have an annual 
gain of $13,800; by using his second option, an annual gain 
of only $15,800, still only $2000 to spare. Assume no incre- 
ment at all: he has still the same $2000 margin for deprecia- 
tion. The increment is wholly irrelevant. The significant 
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factor is the possible addition to his income from releasing the 
earning power of the land. 

A different mode of reckoning would be compelled if the 
builder were building on leased land. In that case, he would 
offer as the annual rent of the land only that part of the $2000 
rent attributed to the land in our figures above, which is left 
after amortizing the depreciation on the building. Properly 
speaking, land in the situation assumed would really contrib- 
ute only that residuum to the joint product. 

It is, of course, possible that an owner of a building who 
also owned the appreciating land on which it is built would not 
feel called upon to set aside out of gross income a sum to 
amortize the depreciation of his building; that he might 
spend it all, relying on the increment in land value to serve 
as security for the capital later to be needed for a new build- 
ing. But in that case the increment would be off-setting, not 
the depreciation, but the owner’s expenditure of his capital 
for consumption purposes. The increment would then make - 
possible, not more building, but extravagance. But that the 
increment, which is a constant factor whether the land is 
built upon or not, should have any influence on a decision to 
build or not to build, is, on the face of it, impossible. 

It should be noted, also, that an extra tax on land 
for the purpose of encouraging building might be similarly 
barren of results. If the tax is a constant factor, whether the 
land is built upon or not, in what way could it affect the 
decision to build? A special tax on unoccupied land alone 
would cause more building, but factors which are constant 
regardless of the decision do not count among the pros and 
cons.' It should be added, however, that since buildings are, 
under our general property tax, in fact more heavily taxed 
than most other forms of capital, an application of the single 
tax would relieve buildings of a disproportionate burden, and 
so somewhat stimulate building at the expense of other forms 
of enterprise. 

The principle mentioned in the first paragraph, that earn- 
ings in all lines of investment tend to be equalized, so that a 


1 My attention was called to this other side of the matter by one of my students, 
Mr. R. 8. Merriam, A.B., Harvard, 1914. 
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gain through increments in land values tends to be offset 
elsewhere, has been recognized in the foregoing argument. 
Our numerical illustration assumed a six per cent return for 
the $30,000 free capital, but allowed a return of only four 
per cent on the $50,000 in appreciating land. The writer 
believes that, in general, appreciating land does yield a low 
percentage on its capitalization, and that this fact ade- 
quately represents the working of the principle referred to, 
when account is taken of the speculative character of the 
“unearned increment.” 

These observations are designed merely to narrow the issue 
between the single taxers and their opponents, by blunting 
some of the weapons on both sides. They cover only a small 
part of the points in controversy. 


B. M. ANDERSON, JR. 
Harvarp UNIVERSITY. 





ABRAHAM LINCOLN ON THE TARIFF: A MYTH 


THOsE who have followed the campaign literature on the 
tariff during recent years will have become familiar with a 
phrase attributed to Abraham Lincoln. The following ver- 
sion is taken from Curtiss’s Industrial Development of Nations 
(1912), a pretentious three-volume publication, in which are 
collected indiscriminately all sorts of protectionist arguments. 
Under a portrait of Lincoln this is printed: — 


“TI do not know much about the tariff, but I know this much, when 
we buy manufactured goods abroad, we get the goods and the 
foreigner gets the money. When we buy the manufactured goods at 
home, we get both the goods and the money.” ! 


1 Vol. iii, p. 6. Elsewhere in the book the version is in somewhat different form: 
“ Abraham Lincoln said: ‘ When an ican paid $20 for steel rails to an English 
manufacturer, America had the steel and /England had the $20. But when he paid $20 
for the steel to an American manufacturer, America had both the steel and the $20.’ ” 
Ibid., vol. ii, p. 471. — This obviously i$ an anachronism, since such a thing as a steel 
rail was unknown in Lincoln’s time. 
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No reference is given by Curtiss to Lincoln’s writings; nor 
is such a reference given in any place where I have found the 
phrase quoted. A careful examination of the various editions 
of Lincoln’s published works brings to light nothing that 
remotely resembles it. There is nothing in either of the two 
editions of his writings put together by Nicolay and Hay, nor 
is thereanything in the socalled Federal Edition. Nicolay and 
Hay’s Lifeyields nothingof thesort,nor any of the biographies. 
So with Lincoln’s Speeches in Congress and his Messages to 
Congress. There is no lack, to be sure, of references to the 
tariff by Lincoln. He began his political career as a Whig, 
and remained a protectionist; tho during the decade preced- 
ing the war his political insight led him to put it aside as an 
issue on which to appeal to the people. Those who are in- 
terested in the history of the tariff controversy may find it 
worth while to turn to some notes of his, written in 1846-67, 
containing a sketch of an address on the tariff. Here the 
main thought is that labor given to transporting a commodity. 
from foreign countries is wasted, if the commodity can be 
produced within the country with as little labor as elsewhere.! 
This may be an echo of some of Carey’s well-known utter- 
ances; and it could be made the text for some explanation of 
the principle of comparative cost. A passage of a similar sort 
is in an address made at Pittsburg in 1861, indicating that 
Lincoln had kept this particular turn of reasoning in mind. 

But there is not the slightest suggestion of the much-quoted 
phrase. 

Now, what is the history of the phrase ? 

The very first mention which we have found ? is in 1894, in 
the American Economist, a weekly protectionist sheet pub- 
lished in New York. In that periodical for June 29, 1894, the 
following is given as having been copied from the Independent 
of Howard, Illinois, of June 9, 1894: — 


“ Lincoln’s first speech on the tariff question was short and to the 
point. He said he did not pretend to be learned in political economy, 


1 Lincoln’s Complete Works (2 vol. edition), vol. i, p. 90. Cf. p. 679 for the Pitts- 
burg address. 

2 I say “ we,” because in the endeavor to trace the phrase to its origin I have had 
invaluable assistance from Mr. D. M. Matteson, well-known for his thoroness in re- 
search on problems of American history. 
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but he thought that he knew enough to know that ‘ when an Ameri- 
can paid twenty dollars for steel to an English manufacturer, Amer- 
ica had the steel and England had the twenty dollars. But when he 
paid twenty dollars for the steel to an American manufacturer, 
America had both the steel and the twenty dollars.’ ” 


In a later issue (Oct. 26) of the American Economist of that 
same year, it is stated that another newspaper, the Peoria 
Journal, protested that the “ goods and money ”’ speech was 
made at Kewanee; while still another newspaper, the Chicago 
Record, pointed out that this version was not at all in accord 
with Herndon’s report of Lincoln’s first speech.! 

That the phrase was not current before 1894, at least in its 
attribution to Lincoln, and probably was not known at all, is 
indicated by its absence from those collections of opinions of 
“ the fathers ” which form a familiar part of the protectionist 
stock in trade. It is not to be found in Stebbins’ American 
Protectionist’s Manual (1883); tho Lincoln is there mentioned 
as being “ in favor of a high protective tariff.”’ Nor is it ina 
tract published in 1892 by the American Iron & Steel Asso- 
ciation, under the title The Testimony of the Fathers. The 
tract contains a choice collection of excerpts from the utter- 
ances of Hamilton, Jefferson, Calhoun, Webster, Clay, even 
Fillmore and Buchanan; but not a word from Lincoln. Nor 
is it used with any frequency for some years after its first 
appearance in 1894. But after 1900 it turns up repeatedly in 
the file of the American Economist: in 1901, in 1905, twice in 
1906, again in 1908.2 After the very first appearance, the 
commodity mentioned seems to be invariably rails, — some- 
times iron rails, sometimes steel rails. Usually, a newspaper 

1 Mr. Matteson reports that Howard appeared on the maps until about 1902; since 
then © village at the same spot, —s mere j tion-point, tly, — is named 

“ Lotus’ onthe map. It is in the northwest corner of Champaign County, forty miles 
from Lincoln’s early home at New Salem. Mr. Matteson adds: “I am forced to the 
conclusion that the Howard Independent is a myth, or at least a misprint. The post- 
master at Lotus writes me that no paper has ever been printed there; and there is no 
other town in Illinois, so far as I have been able to discover, with which the name 


Howard is associated. No Howard Independent was published elsewhere in the United 
States, according to the newspaper directories of 1891, 1894-95, and the last issue.” 





2 May 10, 1901; June 9, 1905; Feb. 16 and Dec. 21, 1906; Dec. 18, 1908; Dec. 23, 
1910. The set of the American Economist in the Harvard Library is not complete; 
there may be other references in the missing numbers. 
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is quoted as having used the phrase or reported its use. Thus, 
in 1905, the following is quoted from the Worcester Tele- 


gram: — 


“ Senator Scott of West Virginia is scored in some places for quoting 
President Lincoln in support of the policy of standing pat on the 
Tariff issue, and some of the critics appear to doubt that Lincoln 
ever used the words attributed to him. The words at least are good 
enough to have been used by the war President. Senator Scott says: 
‘ President Lincoln once remarked that if we gave $30 a ton for iron 
rails made in this country we would have both the rails and the 
money, but if we bought them in England the rails only would be 
ours, while the Britishers would get the cash.’ . . . Neither does it 
matter . . . whether the rails . . . are iron of the days of Lincoln 
or the steel of today.” 


In 1908, again, the then Secretary of the Treasury, Leslie M. 
Shaw, is quoted in the Economist as having used the quotation 
in a Boston speech. 

The first appearance for express campaign use appears to be 
in 1904. The phrase is to be found in the Republican Cam- 
paign Book of that year. In earlier campaign books, for 
1892, 1896, 1900, it does not appear; altho in that of 1896 
Lincoln is cited as an advocate of protection. Evidently the 
phrase was not widely known during these earlier years. In 
the Campaign Book of 1904, there is an extended quotation 
from Lincoln’s tariff notes of 1846-47 (referred to a moment 
ago) and then at the close we find: — 


“On another occasion Mr. Lincoln is quoted! as saying: ‘I am not 
posted on the tariff, but I know that if I give my wife twenty dollars 
to buy a cloak and she buys one made in free-trade England, we have 
the cloak, but England has the twenty dollars; while if she buys a 
cloak made in the protected United States, we have the cloak and 
the twenty dollars.’ ” 
Here, it will be observed, “a cloak” appears. In a speech 
by McCleary of Minnesota, in the House of Representatives, 
April 22, 1904,? “‘ a dress ”’ and “‘ my wife ” appear, with the 
1 Italics are mine. The guarded way in which the passage is used would seem to 
indicate suspicion. It does not appear in the Republican Campaign Handbooks of 1908 
and of 1912. 


2 Congressional Record, 58 Cong., 2 Session, appendix, p. 246. 
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same sum of $20. It may be that the campaign book version 
of 1904 was taken from McCleary’s speech. 

In 1910 the phrase appears conspicuously in a booklet en- 
titled Story of a Tariff, published by the American Protective 
Tariff League, — the organization which publishes the Ameri- 
can Economist also. This booklet lauds the tariff of 1909 as 
“‘ the best tariff bill (sic) the Republican party ever passed,” 
and gives a quantity of extracts from speeches on that meas- 
ure. On the inside cover page there is printed in large type 
“ Lincoln’s Tariff Creed,” in these words: — 


“ Secretary Stanton once asked Abraham Lincoln what he thought 
of a Protective Tariff. Mr. Lincoln replied: ‘I don’t know much 
about the Tariff, but I do know that if my wife buys her cloak in 
America, we get the money and the cloak, and that American labor 
is paid for producing it; if she buys her cloak abroad, we get only 
the cloak, the other country gets the money, and foreign labor re- 
ceives the benefit.’ ” 


It will be observed that this is somewhat enriched. Ameri- 
can labor and foreign labor are smuggled in; and not only is 
the wife introduced, but Secretary Stanton also.! 

Not the least interesting episode in the history of the phrase 
is its voyage across the water and subsequent return to the 
United States. In 1908, the American Economist reports 
that a London correspondent has written: — 


“ An interesting development has been the appeal to Abraham Lin- 
coln . . . as the final authority in an English fiscal controversy. 

~ A number of Unionist papers closed the controversy simul- 
taneously by quoting the following extract from a speech made by 
Lincoln shortly before his death: ‘ The problem seems to me a simple 
one. If we adopt Free Trade it means that we import our goods, in 
which case the foreigner will have our money and the work, and we 
his goods. If, however, we adopt a system of Protection, or a sys- 


1 In response to an inquiry, Mr. W. F. Wakeman, Secretary of the American Pro- 
tective Tariff League, wrote me on June 28, 1914: ‘‘ About five years ago I took up this 
subject of what Lincoln really did say on the Tariff Question and found that the extract 
as printed is correct. I consulted the family and every possible authority. I will try 
to run over the original correspondence shortly and give you additional information if 
desired.”" But the information, tho asked for, has not been supplied. Mr. Wakeman 
was Secretary of the League in 1894, and has been so ever since, except in 1900-1901, 
when he was Appraiser in New York. 
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tem of safeguarding our industries and our working classes, thereby 
manufacturing the goods ourselves, the result will be that we shall 
have the goods, the money, and the employment.’ ” 


It will be observed that here Lincoln is supposed to have made 
the remark shortly before his death; whereas on its emergence 
it was supposed to have been made in his first speech. 

Very recently, the English “ tariff reformers ” have utilized 
itagain. They distributed (apparently in the course of 1913) 
a post card bearing within an ornamental scroll the following 
printed text: — 


“T do not know much about the tariff, but I do know this much: 
when we buy goods abroad, we get the goods, and the foreigner gets 
the money: when we buy goods made at home, we get both the goods 
and the money.” — ABRAHAM LINCOLN. 


This naturally led to attack by free traders, in the columns of 
the Manchester Guardian. The Guardian in turn made its 
way to this country, and thereupon our loyal protectionists 
were led to retort that this shallow newspaper “in an un- 
guarded moment recently allowed its finespun theory of free 
trade to come into direct conflict with the protectionist com- 
mon sense of Abraham Lincoln.” ! 

Finally, the phrase has descended to base uses indeed. In 
recent issues of New York newspapers, a brand of shoes is 
advertised as “‘ made from American materials, with home 
labor and by home capital,” and then follows the precise pas- 
sage quoted a moment ago from the Story of a Tariff of 1910, 
with the interpolations about American labor and foreign 
labor, and the reference to Secretary Stanton. The ad- 
vertisement, however, seems not to have been found 
advantageous. The advertiser was overwhelmed by a host 
of inquiries, and made a public reply in which he withdrew 


1 See the Textile Record (Boston), July, 1913. I have been able to secure little in- 
formation about the British episode. The Literary Secretary of the Tariff Reform 
League writes me: “‘ We have no post-card containing the quotation from Lincoln, nor 
to the best of my knowledge have we ever issued such a post-card. . . . The quota- 
tion is of course well known to us, and it is quite possible we may have referred to it 
in our ‘ Monthly Notes,’ though not in any recent years.” Another correspondent in 
England suggests that a branch of the League may have circulated the card. 


re 
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behind the shelter of the Protective League and its publica- 
tions; and he refrained from continuing the advertisement.! 

It seems certain that the phrase is apocryphal. There is no 
evidence that Lincoln ever used it. Further search may show 
just how it originated. Possibly the claptrap about the 
“ goods and the money ”’ was invented before it was foisted on 
Lincoln; possibly it was ascribed to him at an earlier date 
than the first here noted (1894). By dint of repetition it has 
come to be associated with Lincoln almost as much as the 
cherry tree is associated with Washington. So crude is the 
reasoning (if such it can be called), so vulgarly fallacious is 
the antithesis, that we must hope that it will cease to be in- 
vested with the sanction of a venerated name.? 


F. W. Taussia. 
Harvarp UNIVERSITY. 
1 The advertisement appeared in New York in the Journal of Commerce and the 


Times, May, 1914; perhaps in other newspapers also. The advertiser's answer to 
inquiries was in the Times of May 18. 


2 Since this note was prepared, my attention has been called to a letter of Mr. Horace 
White's in the New York Evening Post of April 10, 1914. Mr. White points out that 
nothing like the oft-cited passage is to be found in Lincoln’s writings, and pungently 
concludes: ‘‘ my reason for thinking that Lincoln never said this is that he was not a 
fool.” 
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reports, court decisions, corporation charters, government circulars, etc. 
In not a few cases, original articles and diagrams have been prepared 
especially for this book. The selections have been carefully edited, so 
as to eliminate unsuitable material and present the documents in the most 
usable form. 

It is not intended that the book shall take the place of the systematic 
text on economics. On the contrary, it is designed as a companion to 
any standard text. 

Of the various materials collected in the volume a few extracts, primarily 
theoretical, have been chosen to present important aspects of contem- 
porary or historic economic thought. A number of passages, descriptive 
of existing economic conditions, are intended to afford a background of 
information which the systematic treatises on economics can hardly give 
and which the teacher is certainly not warranted in expecting his students 
to possess. Most frequently the selections offer documentary or case 
material in which economic laws are embodied in concrete facts. 

The material is thus very diverse in character, but it is all bound together 
by the single purpose of helping the student to come, by his own thinking, 
to an understanding of economic principles. To this end expository 
writing, news reports, official statements of government or private 
organizations, statistical tables, schematic analyses, maps, charts, and 
diagrams are all intended to contribute. 
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FOUR PHASES OF AMERICAN 
DEVELOPMENT 


FEDERALISM — DEMOCRACY — IMPERIALISM — EXPANSION 


BY 


JOHN BASSETT MOORE, LL.D. 
Professor of International Law, Columbia University, New York; Sometime Assistant Secretary of 
State of the United States; Author of a Digest of International Law, of a History 
and Digest of International Arbitration, of “American Diplo- 
macy, Its Spirit and Achievements,” etc. 


FOUR LECTURES DELIVERED AT THE JOHNS HOPKINS UNIVERSITY 
IN APRIL, 1911 


218 Pages. Crown 8vo. Cloth. Price, $1.50 


The lectures embraced in this volume are designed to sketch in 
clear and vivid outline the great movements by which the historical 
development of the United States is distinguished and to indicate 
the causes to which they were due. The order in which the several 
topics are discussed is not intended to denote a strict chronological 
succession; hence they are described as phases rather than as 
stages of development. While federalism, democracy and im- 
perialism give a dominant impress to successive periods, yet ex- 
pansion has characterized the entire course of American history. 
The misapprehension so widely entertained, that imperialism 
began with the war with Spain is corrected. The imperialistic 
tendency, observable from the beginning, is shown to have assumed 
a specially pronounced form in the Civil War and in the measures 
of national self-preservation to which that great conflict gave rise. 


Orders should be addressed to 
THE JOHNS HOPKINS PRESS 


BALTIMORE, MARYLAND 
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HARVARD UNIVERSITY 


COURSES IN HISTORY, GOVERNMENT, AND ECONOMICS FOR 1914-15 


a. following are full ccurses running through the year, unless otherwise stated. 


ets indicate that the course is omitted in 1914-15. Courses omitted in one year 


are usually given in the year following.] 


HISTORY 


Primarily for Undergraduates 


European History from the Fall of the Roman Empire to the Present Time (in- 
troductory course). Professor Hasxrns and others 


European History from the Close of the Middle pn to the Outbreak of the 
French Revolution. Asst. Professor MERRIMAN 


.] 
. Constitutional and Political History of the United States, 1801-1850. Half-course. 


Professor Hart and an assistant. 


. Continental Europe since 1815. Half-course. Dr. Lorp 


The Expansion of Europe since 1815. Half-course. Professor CooLipcE. 


; History of the United States from 1850 to the Present. Half-course. Professor 


TURNER. 


For Undergraduates and Graduates 


iitery of Rome to the Reign of Diocletian. Professor Farcuson.] 
ch of. Greece to the Roman Conquest. Professor FERGUSON. 
The a urch in the Middle Ages from Charlemagne to Dante. Professor Emur- 


Hinton of France to the Accession of Francis I. Asst. Professor Grar.] 
Constitutional History of England to the Sixteenth Century. Asst. Professor 


McIuwain. 


. American History to 1775. Half-course. Professor CHANNING. 


The Formation of the Union, 1775-1815. Half-course. Professor CHANNING. 


’ History of England during the Tudor and Stuart Periods. Asst. Professor Mzr- 


RIMAN.] 
The History of England from 1688 to the Present. Asst. Professor JoHNSTON. 
The French Revolution and Napoleon I. Asst. Professor JoHNSTON. 
History of Russia. . Lorp 
History of Spain. Asst. Professor MERRIMAN. ] 


. The History of the West to 1840. Half-course. Professor TURNER. 
. The History of the West, 1840-1910. Half-course. Professor TURNER.] 


woe: of - Far East in the Nineteenth Century. AHalf-course. Professor 

LIDGE 
The Eastern Question. Half-course. Professor Coo.ipce. 

The History of the Christian Church in Europe since the Reformation, and the 
Expansion of Christendom in the East during the Nineteenth Century. Pro- 
fessor E. C. Moors. 

History of Modern Germany. Dr. Lorp.] 

History of Italy from eee . 1870. Half-course. Asst. Professor JoHNSTON.] 

The Political - of Europe. Half-course. Asst. Professor JoHNSTON.] 

Character and Spread Hellenistic Culture. Half-course. Professor Ferauson. 

= —* France in the Seventeenth and Eighteenth Centuries. Half-course. 

r. 

The Age of the Renaissance in Europe. Asst. Professor Gray. 

History of Egypt, B ere tee Acari and Persia to the time of Alexander. Half- 
course. 


56b. Latin 5 " Mebane 4 MM. de Oxrverra Lima. 
{History of Religions 1. The Origin and Development of Religion. Half-course. 


Professor G. F. Moors.] eat ar 
essor G. F. 


History g Religions 2. History of Religions in Outline. Half-course. 
OORE. 








Primarily for Graduates 


(6. The First pie. 6 Guta. Professor EMERTON. 
7. The Ee oft sens cosen Gin See ot Hees Humanism to the 
close of the Oat at Te of Trent Ai 1563). Professor Emerton. 
21. Introduction to the Sources of Mediaeval History. Half-course. Professor 


[22. The Elements of Latin Palaeography, with reference to the use of historical 
sources. Half-course. Professor ‘SKINS. } 

23a. — Topics in os as Historical Development of American Institutions. Halj- 

ANNING. 

23. Selected Topics i in the Historical Development of American Institutions (1801- 
1851). alf-course. Professor CHANNING. 

23c. The s ‘of American History. Half-course. Professor CHANNING, 

25. Historical Town my | and Criticism. Half-course. Professor Haskins. 

26. History of Christian t. First half-year. Professor Emerton. 

(27. = Historical Literature of France and land since the close of the Eightcenth 

ora é Half-course. Asst. Professor JoHNsTON.] 

29. Selected Topics in the History of the Nineteenth Century. Professor Cooxmes, 

31. Selected Topics from the History of Continental Europe in the Sixteenth and 
Seventeenth Centuries. Half-course. Asst. Professor MERRIMAN. 

Roman Constitutional History. Professor Fercuson. 
36. Greek Political Institutions. ig FEeRGusoNn.] 
. Byzantine Histo - #. Half-course. Professor Ferauson.] 

(39. upasetive Studies in the Institutions of Western Europe, 1300-1600 (England, 
France, Spain). Half-course. Asst. Professor MERRIMAN.] 

41. Early Mediaeval Institutions. Half-course. Professor Haskins. 

Selected Topics in American History. Professor TURNER. 

[45  ~ acme ney Half-course. Professor HaskIns.] 
Manuscript Materials of American Histo: Half-course. Mr. W. C. Forp. 

47 as ee to the Sources of Modern ‘uropean History. Half-course. Dr. 

i 

Fe 


General History of Russia (advanced course). Dr. Lorp.] 
Studies in the Political Literature of the Revolutionary Period in France and 
Italy. Half-course. Asst. Professor JonNsTON.] 
European Diplomacy since 1814. Half-course. Asst. Professor JounsToN.| 
Topics in the History of France and England, 1776-1810. Asst. Professor 
OHNSTON 
—. in Mili History, 1792-1871. Asst. Professor JoHNsTON. 
[History of Religions Germanic and Celtic Religions. Half-course. Professors 
[History ag to Prof G. F. Moors.) 
oO ions u course. essor 
History of ns 4b. Introduction to Jewish Literature from 200 B.c. + the Middle 
Ag. alf-course. Professor G. F. Moors. 


rest Religions 6. The Religion of Israel. Professor G. F. Moors.) 
of 7 ms of the Roman World at the Beginning of the Chris- 


. -] 
of Religions 8. Philo. Half-course. Professor G. F. Moors. 
ae of the Church in Outline. Professor PLaTNER. 


A 
& : History of Christian Doctrine. Professor PLATNER.| 

A 4. History of the Church in England. Half-course. Professor PLATNER. 
A6é. 


=o 


History of the Church in America. Half-course. Professor PLATNER. 
History of Early Christian Literature. Professor PLATNER.] 


Courses or REsEARCH 
20a. + om the Historical Literature of the Reformation Period. Professor 
206. Topics in in the History of English Institutions. Asst. Professor McILwaln. 
20d. History of Continental Europe and of Asia in the yoo and Nineteenth 
Centuries. Professor Cootipes and Asst. Professor JounsTon. 
American History. Professor CoaNNING 
oor English a in the Tudor and “Stuart Periods. Asst. Professor MzR- 
vo Toprotessor M the ee he of Spain in the Fifteenth and Sixteenth Centuries. Asst. 


. Studies in Ay Greek Greek Historical Inscriptions. Professor Fercuson. 
20j. ‘Topics i in History pate. 


20. T doe Mieuw end Poene Condi f Latin Ameri Dr. M. de 
in t Conditions o tin ica. . M. 
p oye 

History of Religions 20. Professor G. F. Moors. 
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GOVERNMENT 


Primarily for Undergraduates 


1. Constitutional Government. Professor Munro and assistants. 
[3. Party Government. Asst. Professor Hotcomss.] 
6b. Political Theories of Modern Times. Half-course. Asst. Professor HoLcomBE. 
9. Government of American States. Asst. fessor HoLCcoMBE. 
{13. Constitutional Development of the United States (1775-1914). Professor Harr.] 
16. Tendencies of American islation. Professor Stimson. 
17. Municipal Government. fessor Munro and an assistant. 


For Undergraduates and Graduates 


4. Elements of International Law. Professor WiLson. 

5a. The Development of Roman Law. JHalf-course. Asst. Professor McIuwatn. 

5b. The Development of English Law. Half-course. Asst. Professor McIuwain. 

8. The Government of the Wrench Republic and of the German Empire. Half-course. 
Asst. Professor YEOMANS. 


{10. The Government of d.] F 

{14. American Diplomacy: ties; shoes Policy. Professor Hart.] 

18. State and City Government in Massachusetts. Half-course. Mr. L. A. Frors- 
INGHAM. 


[21. Colonial Governments.] 

31. Municipal Administration. Professor Wxarrpie, Professor Munro, Asst. Profes- 
sor JAMES Forp, Asst. Professor Pray and others. 

(32. Public Ownership and Control. Asst. Professor HoLcomsz.] 


Primarily for Graduates 


6a. History of Political Theories. Half-course. Asst. Professor HoLcomBE. 
7. Municipal Administration. Professor Munro and an assistant. 
[11. Federal Government: History, Theory, and Systems. Professor Harr.] 
12. American Political System, National, State, and Municipal. Half-course. Pro- 
fessor Hart and an assistant. : 
15. International Law as administered by the Courts, and as observed in Inter- 
national Negotiations. Professor WILson. 
[19a. American Constitutional Law: I. Liberty, Personal Rights, Racial Questions, 
etc. Professor Stimson.) 
19. American Constitutional Law: II. Rights of Property, Interstate Commerce, 
Trusts, etc. Professor Stimson. 
23. Selected Cases in International Law. Professor Wixson.] 
27. Colonial Administration.] 


Courses or RESEARCH 


20a. Selected Topics in Municipal Government. Professor Munro. 
20c. International Law. Professor Wison. , 

20d. Selected Topics in State Government. Asst. Professor HoLcoMBE. 
20e. American Institutions. Half-course. Professor Harr. 

[20f. Topics in Constitutional Law. Professor Strmson.] 


ECONOMICS 


Primarily for Undergraduates 
A. Oye L) Principles of Economics. Professor Taussia and Asst. Professor 
. &. Day. 


For Undergraduates and Graduates 


la. Statistics. Half-course. Asst. Professor Day. 

1b. Accounting. alf-course. Dr. J.S. Davis. 

2a. European Industry and Commerce in the Nineteenth Century. Half-course. 
Professor Gay. 

. Economic and Financial History of the United States. Half-course. Professor 


Gay. 
Money, Banking, and Commercial Crises. Asst. Professor ANDERSON. 
. Economics of Transportation. Half-course. Professor Rip.Ey. 
- Economics of Corporations. Half-course. Professor Riper. 
= Finance, including the Theory and Methods of Taxation. Professor 


ULLOCK. 
. Trade-Unionism and Allied Problems. Half-course. Professor R1Puey. 
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ams Professor CARVER. 
Asst. Professor ANDERSON. 
Half-course. Professor Carver. 


Labor Movement in Europe. Half-course.] 


Primarily for Graduates 


. Half-course. Professor 
Statistics: Theory, Method, and Practice. Asst. Professor Day. 
History and a of Economics to the year 1848. Professor BuLLocg. 
German and French Economists of the Nineteenth Century. Professor Gay, 
The Theories of Coleen Socialism. Half-course.] i 
Economic Theory: Value and Related Problems. Asst. Professor ANDE ‘ 
Problems in European Economic History. Half-course. Asst. Professor G 
Economic History of Europe to the Middle of the Eighteenth Century. A 
Professor Gray. 
in the Economic History of the Nineteenth Century. Professor Gay.) 
Finance. Professor BuLLock. 
uate of Agriculture. Half-course. Professor CARVER. 
International Trade and Tariff Problems in the United States. Half-c 
essor TAUSSIG. 
Problems of Labor. Professor Ripiey. 


Courses oF RESEARCH 


- omic Theory, also International Trade and Tariff Problems. 
'AUSSIG. 

Economic Theory, also Economics of Agriculture. Professor Carver. 
Principles of Corporation Finance. Professor Rrpuey. 

Economic History. Professor Gay. 

American Taxation and Finance. Professor BuLLock. 

Money, Banking, and Crises. Professor SpRaGuUn. 

. Accounting. Assoc. Professor Coz. 

Mediaeval Agrarian History. Assi. Professor Gray. 


et F 


SOCIAL ETHICS 
For Undergraduates and Graduates 


a 7 and Social Policy. Asst. Professor Forrsrer and Asst. Pi 
essor Forp 
Poor Relief and Neighborhood Work. Half-course. Dr. Bracxexrr. 
Criminology and ow. Half-course. 
The Housing ion and Race blems. Half-course. Asst. Professor Forrstsr. 
The Ho Problem. Half-course. Asst. Professor Forp 

aaicention in Europe. Half-course. Asst. Professor Forrstsr. 
Fecal Social Development. Half-course. Asst. Professor Forp. 
Child-Helping Agencies. Half-course. Dr. CarstTens. 


PNP emo me 


Primarily for Graduates 
Courses or RESEARCH 


Special Researches. Asst. Professor Fourstrmr and Asst. Professor Forp. 
The Alcohol Problem. Asst. Professor Forp. 


20. 

20b. ‘ 

20c. School for Social Workers. Dr. Brackerr. 

20d. School for Social Workers. Advanced course. Dr. BRAcKETT. 


Descriptive pamphlets relative to the above-named courses for the year 19 
15, with circulars regarding admission to Harvard College and the Graduate Scho 


may be obtained by applying to 


THE SECRETARY OF THE FACULTY OF ARTS AND SCIENCES, 
University Hall, Cambridge, 


HARVARD UNIVERSITY PRESS 








HARVARD ECONOMIC STUDIES 





The Harvard Economic Studies are published as 
independent volumes of uniform size, separately 
paged, and in cloth binding. 


Vou. I. The English Patents of Monopoly, 1560-1640, by 
William Hyde Price, Ph.D. 8vo. Price $1.50. Published October, 
1906. 

Vou. II. The Lodging House Problem in Boston, by Albert 
Benedict Wolfe, Ph.D. 8vo. Price $1.50. Published December, 
1906. 

Vou. Il. The Stannaries: a Study of the English Tin Miner, 
by George Randall Lewis, Ph.D. 8vo. Price $1.50. Published 
January, 1908. 

Vot. IV. Raiiroad Reorganization, by Stuart Daggett, Ph.D. 
8yo. Price $2.00. A detailed history and analysis of all the 
important railroad reorganizations in the United States to 1907. 
Published May, 1908. 

Vor. V. Wool Growing and the Tariff, by Chester Whitney 
Wright, Ph.D. 8vo. Price $1.50. A complete history of the wool 
growing industry in the United States and its relation to our 
tariff policy. Published June, 1910. 

Vout. VI. Public Ownership of Telephones on the Continent of 
Europe, by Arthur Norman Holcombe, Ph.D. 8vo. Price $2.00. 
A full and impartial account of telephone history in Germany, 
France, Italy, Holland, Scandinavia, with a consideration of the 
consequences of public ownership. Published January, 1911. 

Vor. VII. The British Post Office, by Joseph Clarence Hem- 
meon, Ph.D. 8vo. Price $2.00. A general survey of the develop- 
ment of the British Post Office from its infancy to the present time. 
Published March, 1912. 

Vol. VIII. The Cotton Manufacturing Industry in the United 
States, by Melvin Thomas Copeland, Ph.D. 8vo. Price $2.00. 
A description of the American cotton manufacturing industry and a 
comparison of conditions in Europe and in the United States. Pub- 
lished January, 1913. > 

Vol. IX. The History of the Grain Trade in France, by Abbott 
Payson Usher, Ph.D. 8vo. Price $2.00. A significant study of 
the first steps in the evolution of trade from limited local markets to 
a wholesale marketing of the world’s staple commodities. Pub- 
lished January, 1914. 

Vol. X. Corporate Promotions and Reorganizations, by Arthur 
Stone Dewing, Ph.D. 8vo. Price $2.50. A case-book of the pro- 
motion, mismanagement, and reorganization of a number of large 
corporations, with the conclusions to which they point, and the bear- 
ing of governmental regulation. Published February, 1914. 

Vol. XI. The Evolution of the English Corn Market from the 
Twelfth to the Eighteenth Century, by Norman Scott Brien Gras, Ph.D. 
An investigation into the development of the market area, from the 
manorial system to the metropolitan system of today. In Press. 





HARVARD UNIVERSITY PRESS 
Office, 2 University Hall, Cambridge 





SCIENTIFIC PUBLICATIONS 


HARVARD UNIVERSITY 





Harvard Oriental Series. Under the direction of the Department of Indic Philok 
ogy. Vols. I-XV have been published. - Several more volumes in preparation,” 
Published through Messrs. Ginn & Co., Boston. 

Harvard Studies in in Classical Philolo Edited by a committee of the Instructors in 
Classics. One volume publish yearly. Vols. I-X XIV have been issued. Fi 
ten volumes published through Messrs. Ginn & Co., Boston. Volume XI and fok 
lowing volumes published by the University. ; 

Studies and Notes in Philology and Literature. Under the direction of the Modem 
Language > -"~ Vols. I-XI have been published. Published through) 
Messrs. Ginn & Co., Boston. . | 

Harvard Studies in Comparative Literature. Vols. I-III have been issued. Several @ 
others in preparation. 

Harvard Historical Studies. Under the direction of the Department of History and 
Government. Vols. I-XX have been published. : 

The Quarterly Journal of Economics. Under the direction of the Department of 
Economics. Vols. I-X XVII have been published. Subscription, $3.00. 

Harvard Economic Studies. Under the direction of the Department of Economics, 
Vols. I-X have been published. 

Harvard Psychological Studies. Edited by the Harvard Psychological Laboratory, | 

* Vols. I-III issued. 4 

Publications of the Astronomical Observatory. More than seventy-five large quart 
volumes of Annals have been published; Circulars; Silver Prints of photographs; 
Lantern Slides. 

Contributions from the Jefferson Physical Laboratory. One volume issued yearly, 

Contributions from the Crypto gee Laboratory. Seventy-one numbers of the Com 
tributions have been issued; nine of the Memoirs. 

Contributions from the Gray Herbarium. ‘Thirty-eight numbers issued. ; 

Publications of the Museum of ape, Soa Zéology. Bulletins, fifty-four voy 

Memoirs, thirty-six volumes, ave been published. Others are in course 
——- iL price list apply to the Director of the Museum of Comparative 
ogy, Cambridge L 
emgrnsige from the Zodlogical Laboratory of the Museum of Comparative Zotlogy” 
ublished in part in the Bulletin of the Museum, in part elsewhere. Two 
and forty-two numbers have been issued. For information apply to 
— E. L. Manx, Museum of Comparative Zoélogy, Cambridge, Mass. 
Publications of the Peabody Museum of American Archaeology and Ethnology, 
ual Reports, forty-six numbers; Archaeological and Ethnological Papers,” 
eighteen numbers; Memoirs, sixteen numbers ccm: Special Publications,” 
For price list address PEABODY Mousevum, Cambridge, M 

Architectural Quarterly of Harvard University. Edited by ry School of Architecture. 
Subscription, $1.50. Vol. I has been issued. 

The Harvard Theological Review. Edited by a Committee of the Faculty of the” 

Harvard Divinity School. Vols. I-VI have been published. Subscription, $2.00. 3 

The Harvard Law Review. Edited by a board of students of the Harvard Law School. 
Vols. I-X XVI have been issued. Subscription, $2.50. 

The ae _— of Physiology. Issued monthly. Published through Messrs. 

nn 0., 4 
The Journal of "tooo Research. Published at irregular intervals, about two vok 
umes a year. Editorial Office, 240 oe ie Avenue, Boston. 

Bulletin of the Bussey Institution. Vols. I, II issued; III in course of publication. 
Address the Bussey Institution, Jamaica Plain, Mass. 


UNLESS A SPECIAL PUBLISHER IS NAMED 
ORDERS SHOULD BE SENT TO THE 
HARVARD UNIVERSITY PRESS 
2 University Hatt, CAMBRIDGE, Mass. 

















